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Editorial Comment 


With the passage of The Excess Profits Tax 
Information Act in 1940 came an increase in the problems 
on Taxes of the Canadian taxpayer and, we may add, 

of the members of our profession, inasmuch 
as the clients of chartered accountants look to them for 
enlightenment on the application of the intricate provisions 
of tax statutes. 

Our members and other subscribers to THE CANADIAN 
CHARTERED ACCOUNTANT are being furnished this month with 
more than the usual amount of reference material on the 
subject of taxation. Chief among the articles is that by Mr. 
Justice Harrison, Chairman of the Board of Referees under 
The Excess Profits Tax Act, on the work of the Board. What 
are the functions of this Board and what is its relation to the 
courts of the land? What are the limitations upon the 
powers of an administrative tribunal of this nature? In 
the application of that provision of the Act respecting stan- 
dard profits, how would the cases of new companies and of 
companies depressed in the standard period be dealt with? 

These are some of the questions and problems met with 
by the taxpayer. They are discussed by Mr. Justice Har- 
rison in a language readily understood by the layman and 
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with the clarity and preciseness that one expects to find 
in the pronouncements of judges of the Supreme Courts of 
our Provinces. As our members will want extra copies of 
this treatise to pass on to their clients, some offprints will 
be provided to meet their needs. An announcement to this 
effect appears elsewhere in this issue. 


. The courts in this country and elsewhere 
The Kellogg have done much to clarify some of the 
Company Case ___ provisions of tax statutes and to interpret 
the intentions of those experts in the law 
on whose shoulders were placed the responsibilities of the 
preparation of tax measures. In November 1940 the Su- 
preme Court of Canada by its judgment in the Dominion 
Natural Gas Company case* decided that under section 6 of 
the Income War Tax Act legal expenses incurred in protect- 
ing franchise rights could not be allowed as a deduction 
from the income of the company for tax purposes. 

After reading the judgment, one had reason to conclude 
that a clear distinction in that case had been made between 
a revenue expenditure and that of a capital nature. The 
expense, as the court pointed out, had been incurred once 
and for all and for the purpose of procuring for the company 
the advantage of an enduring benefit, and was therefore of 
a capital nature. It was natural to conclude also that the 
judgment would serve to settle a number of cases on the 
“waiting” list belonging in the same category. 

This month we publish a summary of the judgment of 
the Exchequer Court of Canada in the Kellogg Company of 
Canada case. The points at issue appear to be so similar 
to those in the Dominion Natural Gas Company case that 
many will wonder why there should have been an appeal 
from the decision of the Minister of National Revenue when 
he disallowed the expenses of litigation, and still greater 
will the wonder be when they find that the appeal was 
allowed by the Exchequer Court of Canada. 

The reasons for judgment of Mr. Justice Maclean will 
be found instructive. A copy of the full judgment has been 
sent to the reference library of each provincial Institute and 


*The summary of this judgment appears as L 51 in the volume 
of Legal Decisions prepared by The Dominion Association of Chartered 
Accountants. 
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is available also in the issue of 30th April of the Dominion 
Law Reports—[1942] 2 D.L.R. 337. Doubtless there will be 
an appeal from this judgment to the Supreme Court of 
Canada and, if so, the outcome will be watched with interest. 


Before extending the provisions of income 
Income Tax tax statutes to workmen’s wages in any 
on Wages country legislators need to give careful con- 

sideration to the possible effects of such 
imposition. The subject is a live one in Great Britain and 
we are indebted to Mr. Bryan Pontifex, one of our retired 
members living in England, for sending some observations 
on the matter. His article is published in this issue. 


In the taxation section of its issue of 7th February last 
The Accountant (London) carried a short article on manual 
workers’ income tax. The extension of the income tax to 
nearly three million people who had hitherto been outside 
its scope, it observes, could hardly be expected to be accom- 
plished without friction. The feeling aroused against the 
tax was due mainly to the uncertainty on the part of the 
worker as to whether or not he was taxable and as to the 
information that he must furnish the authorities. 


The government had not anticipated the difficulties 
caused by the new impost, and in consequence tax offices 
have been thronged with enquirers ignorant of tax forms, 
yet concerned over meeting the requirements of the law. 
Moreover, the attempts of workers to escape the impost 
by absenting themselves from work and foregoing a few 
days’ pay brought serious problems to those engaged in the 
urgent war production of the nation. 


The article urges the members of the accountancy pro- 
fession there to lend aid in this unusual situation. The sug- 
gestion is that accountants, similar to doctors, dentists and 
lawyers, provide a panel service at a nominal fee for the 
manual workers in preparing their income tax returns. This 
can be done by arranging that a group of accountants be 
available in the evenings throughout the industrial areas 
to aid the workers in preparing their tax returns. Such a 
plan would, the article points out, be a direct contribution 
by the profession to the national effort. 
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Should a resident of another planet receive in 
British his mail today a copy of the recently issued re- 
Shipping port of the Chamber of Shipping in Great 
Conditions Britain and read therein the reference to the 

orgy of sinkings, begun by Germany in 1939, 
of cargoes of foodstuffs and the other necessaries of life 
in transit from one continent to another, one would scarcely 
wonder if he hastened to consult references in the public 
library on the progress of civilization on this planet. His 
lecture on the subject would doubtless be extremely in- 
teresting. 

In its issue of 11th April, The Commercial Intelligence 
Journal of the Department of Trade and Commerce, Ottawa, 
contains a survey by the Canadian Trade Commissioner in 
the United Kingdom of shipping conditions there. Facts 
from the annual report of the Chamber of Shipping are 
included in the survey and supply information on the econ- 
omic position of British shipping, and indicate the future 
of this activity in the post-war period. 

As can.be expected, virtually all British vessels are at 
present employed by the government. The responsibility of 
ownership and management, however, rests with the in- 
dustry, and there is close co-ordination in an effort to make 
the most effective utilization of the tonnage available. 


It is estimated that the losses of British, 
Shipping Losses allied and neutral shipping during the last 
and the Future six months of 1941 were slightly over a 

million tons. When this amount is added 
to the published figures of sinkings up to the end of June 
a year ago, it may be deduced that the total sinkings from 
the outbreak of the war to the end of 1941 were about 8.3 
million tons. As enemy losses of shipping for the same 
period totalled not less than five to six million tons, the 
world loss of sea-going merchant shipping due to the war 
can be put at thirteen to fourteen million tons, which is 
over 20 per cent of the pre-war total of 63 million tons of 
world shipping. 

The replacement of ships is going on apace throughout 
the British Commonwealth of Nations and the allied coun- 
tries. Since the United States has now pledged all its re- 
sources towards the preservation of world freedom, a huge 
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building program is under way in that country which, it is 
expected, will provide about eighteen million tons of new 
shipping over the next two years. 

An item of interest in the report of the British Chamber 
of Shipping is its declaration that in the field of policy its 
primary objective is the maintenance of private enterprise 
as the first essential to a prosperous and efficient mercantile 
marine during or after the war. The Chamber has already 
commenced a study of conditions governing British shipping 
in the post-war period. An agreement now exists between 
the allied governments resident in London under which, with 
the prospect of active support by the United States, the 
cease-fire order will set into operation plans for the re- 
victualling of the war-devastated countries and peoples of 
Europe. And for the starving peoples under the heels of 
the Axis, that day of liberation cannot come too soon. 


For a recent issue of The Financial Post (To- 
Reason for ronto) we prepared a memorandum on the 
Restricted co-ordination of office functions and the con- 
Audits sequent reasons for restricted audits. It was 

an attempt to explain in very few words why 
auditors in their reports to shareholders may make a 
statement to the effect that they had audited the accounts 
but had not made a detailed examination of the transactions 
of the company, 

The “public” have only a hazy idea of the complexities of 
the transactions of the ordinary business firm. To share- 
holders in general the systematic recording of the transac- 
tions of the company in which they are interested and the 
assembling of the results thereof in a financial statement 
belong in the category of present-day wonders. Their faith 
in these statements or figures, however, may be summed 
up in: “But the auditor has checked everything.” When 
the auditor states that he has not examined all the transac- 
tions, such news may come as a shock, and he therefore 
should be prepared to explain the reason for his action. 

As we say, the purpose of the memorandum was to put 
into few words the explanation for this shortening of the 
auditor’s work. At the request of some of our members we 
have included the memorandum in this issue. 
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PRECEPT AND PRACTICE IN ACCOUNTING 
By C. A. Ashley, Chartered Accountant, Toronto 


vee large number of professional and industrial ac- 

countants have been instructed by books and courses of 
study which command general respect; they have been 
taught certain conventions and practices which they might 
be expected to apply. In fact, however, a marked difference 
between precept and practice is often to be found. This 
difference is now of far greater importance than it was form- 
erly. In earlier days the accounts of businesses were mainly 
the concern of owner-managers and of bankers in personal 
touch with the businesses; now these accounts are the con- 
cern of governments and the general public. The change is 
due to the growth of large scale and impersonal corporations, 
and to the increased importance of taxation and social con- 
trol. “So many vital decisions of business and government 
depend on the interpretation of such statements [of financial 
position and of operating results] that they have come to 
be of prime economic and social significance.” “Corporate 
reports have taken on a public character; they have become 
basic data for the investor, the employee, the consumer, and 
the government.’” 

The trained and practised accountant may have doubts 
about the use in practice of the precepts he learned, but 
others may put more trust in the accepted texts and be 
entirely misled by believing that accountants practise what 
they preach. “The reader of a statement should be able to 
assume that, in the absence of clear indications to the con- 
trary, certain basic principles or standards have been fol- 
lowed.’”® As a specific example, the basic principles or 
standards relating to depreciation will be examined and 
illustrations given to show that they are not always followed. 

The published accounts of companies seldom give more 
information than is required by law. The Dominion Com- 
panies Act requires that the balance sheet “shall be drawn 
up so as to distinguish severally at least the following classes 
of assets—(g) lands, buildings and plant, stating the basis 
of valuation, whether cost or otherwise ....”* These three 
main divisions of assets are very different in estimated use- 
ful life, and a thorough examination of charges for deprecia- 
tion can be made only if they are stated separately, each 
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with its appropriate charge for depreciation. Although the 
information is probably usually available, companies do not 
carry the sub-division of assets beyond the minimum re- 
quired by the act. The act further requires that the 
amount charged in the year for depreciation shall be shown,° 
but for the principles governing this amount reference must 
be made to the precepts. 

The authorities are not entirely in agreement about 
charges for depreciation in the strict sense of the word, but 
obsolescence is frequently of greater importance® and, if 
the two have the same final result, they must obviously be 
considered together ; this reinforces the argument in favour 
of a constant annual percentage of cost as the appropriate 
charge for depreciation. So many statements are published 
about profits of companies and so many comparisons are 
made without specific reference to individual items charged 
to profit and loss account, that there is excellent reason for 
requiring that no statement should be issued without a 
record of charges for depreciation for a period of years, 
unless a constant percentage of cost is always used. If the 
question of physical wear and tear is allowed to enter into 
the calculations, the accountant has to surrender his judg- 
ment to the engineer and the management, and comparisons 
from year to year are made difficult even for the expert, 
unless he has fuller information than is contained in pub- 
lished accounts. One point upon which the authorities are 

in absolute agreement: that matters in no way connected 
with depreciation should not be allowed to influence the 
charges made for depreciation. 

“Whatever uncertainty there may be as to the three 
methods of depreciation already described, there is no doubt 
as to the illegitimacy of a fourth system that is not infre- 
quently used. This is to make the amount annually written 
off for depreciation somewhat loosely proportionate to 
profits.”7 “ .... accountants agree that it is improper to 
make the amount annually written off for depreciation vary 
irregularly, charging more in the prosperous years and less 
when profits are less.’* “All this means, of course, that the 
analyst must reconstruct the income account better to re- 
flect what, in his judgment, is actual accomplishment rather 
than reported accomplishment .. . . We all know how re- 
serves for depreciation and depletion are made to vary not 
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only from one company to another but within a given com- 
pany from one year to another. We all know how significant 
an effect upon reported net earnings results from arbitrary 
variation in this single item.’® Mr. G. O. May, in a summary 
of the papers from which the above is quoted, writes: “I 
was surprised to note the statement by Rigg that he thought 
inconsistency still continued in practice [U.S.A.] in the 
treatment of similar items in the accounts of the same com- 
pany from year to year... .”*° His final sentence is: “I 
think that every effort should be made to secure recognition 
of depreciation as an actual cost even though this involves, 
as I think it does, abandonment of the suggestion of carry- 
ing forward depreciation in deficit years to be taken as a 
deduction in subsequent years.”!! The abandonment of this 
suggestion has recommended itself to many writers for a 
long time. Mr. May has long been an advocate of consist- 
ency in the application of accounting principles: “I think 
corporations should be allowed to exercise judgment pro- 
vided that they recognize certain fundamental principles 
which are so well established that they may be given general 
application, and provided, also, that these principles are 
definitely laid down and consistently followed.’”?? “The 
straight-line method of providing for depreciation which is 
most commonly employed by industrial companies... .”" 
“When one-quarter of the estimated life of the asset has 
passed, one-quarter of the original cost should have been 
charged....’"* “In estimating the amount to be set aside 
each year as a reserve for depreciation the average term of 
usefulness of such assets is considered and a proportionate 
amount is charged against revenue each year.”® “The 
straight-line method—which assumes that depreciation ac- 
crues uniformly in time—is in almost universal use in 
American practice, and has been taken for granted in this 
and preceding chapters.”*® “It is agreed among account- 
ants that the allocation of the total depreciation to the 
several fiscal periods should not be capricious, though there 
is no consensus as to the preferable method. In the United 
States the straight-line method commonly is used... . There 
should however, be some indication of the method used and 
the method should be consistently followed.” “Accounting 
rules, procedures and techniques should be consistently ap- 
plied. They should never be changed arbitrarily to serve the 
temporary purposes of management.’"* “In the case of 
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depreciation or amortizable resources the minimum require- 
ment is that the cost of each asset be spread as uniformly 
as possible over its productive life.’”?® “Depreciation must 
not be deferred merely because there has been a falling off 
in the volume of business, on the ground that ‘revenue 
cannot stand the charge.’”*”? “Is net income what manage- 
ment chooses to say it is or is it the result of objective 
there should be no tinkering with the 
established gauges solely for the purpose of influencing 
the level of reported earnings.”*? Mr. R. H. Montgomery 
discusses the variation of charges for depreciation which 
may be justifiable on such grounds as the fact that overtime 
and double shifts result in divided responsibility for plant 
and less care over repairs (assuming that depreciation is 
more important than obsolescence), but his views are not 
in real conflict with those quoted above. “Many company 
officers prefer to regard depreciation charges as flexible, and 
arbitrarily adjust them in different years so that in times 
of large profits the allowance may be large, and during 
unprofitable years the allowance small, or none. Others 
consider rates inflexible, and never vary them. Either pro- 
cedure is opposed to sound accounting principles. However, 
it is important that there should be some fixity with regard 
to the rate of depreciation to be allowed, and deviation 
should be permitted only to the extent of the estimated 
increase of the wear and tear, etc. Under a system of vary- 
ing charges for depreciation . . . comparisons with other 
years are practically worthless . .. perhaps the controlling 
reason for this variation in practice is a desire to utilize 
depreciation as an elastic factor to bring about a desired 
effect on the balance sheet and on the income account.””? 
The precepts are clear enough. An examination of the 
published accounts of Canadian companies shows that prac- 
tice is a very different thing. Some companies, particularly 
those with fairly steady profits, make almost constant an- 
nual charges for depreciation; many companies make 
charges which vary very considerably, and the variation 
often has a direct relation to the profits and, as far as can 
be determined from the information given, this variation 
is not justified by changes in the fixed assets. 
As an example, eleven representative companies have 
been chosen from one or another of the main classes of 
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companies appearing in the Financial Post Surveys of Cor- 
porate Securities, and the figures used below are derived 
from these publications. The auditors’ reports on these 
companies are mostly devoid of reference to depreciation, 
but some of them draw attention to the actual charge for 
depreciation for the year, without commenting on its 
adequacy or its relation to charges in other years. 


(Figures in thousands of dollars) 
1940 1939 1938 1937 1936 


Company A Depreciation 158 159 141 134 148 
19%* % of Fixed assets 4.6 4.7 e 4.4 5.0 
Profit before taxes.... 1,078 117 585 616 

Company B Depreciation 556 286 274 250 
300% % of Fixed assets..... 4.3 2.2 ‘ 2.2 1.8 
Profit before taxes.... 173 0 131 125 

Company C Depreciation 1,760 1,524 2 1,308 1,257 
40% % of Fixed assets 9.4 8.6 is 8.6 8.3 
Profit before taxes.... 4,821 4,272 4,059 4,265 

Company D Depreciation 2,435 2,465 2,380 2,329 
58% % of Fixed assets 14.5 15.3 e 16.6 15.7 
Profit before taxes.... 13,262 11,620 18,650 8,953 

Company E Depreciation 250 150 1 181 
67% % of Fixed assets..... 4.8 2.7 : 2.8 
Profit before taxes.... 692 494 —129 

Company F Depreciation 1,749 1,002 1,180 
75% % of Fixed assets 5.6 3.3 4.0 


Profit before taxes 3,046 1,265 2 1,310 

Company G Depreciation 1,970 1,585 1,495 

32% % of Fixed assets 4.0 3.2 ; ; 3.7 
Profit before taxes.... 6,586 not given 


Profit after taxes.... 4,686 4,180 2,887 

Company H Depreciation 397 431 227 
337% % of Fixed assets..... , 2.3 J 2.5 1.3 
Profit before taxes.... —505 1,424 8 

Company I Depreciation 891 785 748 


20% % of Fixed assets..... ; 4.1 , 4.1 3.9 
1,770 3 «2,145 1,795 


Company J Depreciation 801 628 598 
58% % of Fixed assets y 3.1 x 2.5 2.4 
Profit before tax reserve 1,133 1,001 636 
Profit after tax reserve 839 698 467 
Company K Depreciation 1,250 1,250 1,028 
10% % of Fixed assets F 3.1 F 3.0 2.5 
Profit before taxes.... 2112 1,871 1,797 809 
Totals Depreciation 7 10,510 
Profit before taxes.... . 29,808 


*The percentage under the name of the company shows the in- 
crease from the lowest to the highest charges for depreciation. 


Notes on Companies 


Company B. The charge for depreciation in 1939 was 
worked out to dollars and cents, and the remarkable result 
was that the company made neither a profit nor a loss. 

Company C. The President’s Report for 1940 states: 
“Notwithstanding this increase in gross revenue, net profits, 
after debenture interest, depreciation, taxes and other 
charges, are somewhat lower .... This decrease in the net 
revenue from Canadian operations results solely from in- 
creased taxation.” An examination of the figures given 
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above, however, shows that the charge for depreciation was 
increased by $212,000 in 1939 and by a further $236,000 in 
1940. 

Company J. This company made a charge against profits 
in 1940 of $400,000 to create a provision against future de- 
preciation in inventory values. 

General 

Although occasional exceptions are to be discovered, the 
charges for depreciation give the impression of being ar- 
bitrary, and show a tendency to fluctuate with profits. The 
totals are inserted for 1939 and 1940 only, because variations 
between companies as to which years are profitable tend to 
cancel the effects, but all the companies did better in 1940 
than in 1939. The total profits (before taxes) of these 
eleven companies increased by over eight and a half million 
dollars from 1939 to 1940 and the charges for depreciation 
rose by over two million dollars. Three out of four com- 
panies which have reported for 1941 show a very marked 
continuation of this policy: the three companies -(H, J, and 
K) show profits increased by one and a half millions over 
1940, while charges for depreciation have increased by seven 
hundred thousand dollars. It may be added that, in general, 
the Canadian banks (none of which is included above) fol- 
low this policy with no possible excuse on the grounds of 
actual wear and tear. One of the banks has varied its 
charges for depreciation of premises by 800% within four 
years. 

The practice is as clear as the precepts, but vastly 
different. 
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THE WORK OF THE BOARD OF REFEREES UNDER 
THE EXCESS PROFITS TAX ACT, 1940 


By The Honourable Mr. Justice Harrison, of the 
Supreme Court of New Brunswick, 


Chairman of the Board 


Editor’s Note: This paper on the work of the Board of Referees, 
which has been kindly supplied to us by Mr. Justice Harrison for pub- 
lication in THE CANADIAN CHARTERED ACCOUNTANT, was read by him 
before the Ontario Division of the Canadian Bar Association at Toron- 
to, 2ist February 1942. 


y* this paper I shall deal with the work of the Board of 

Referees under The Excess Profits Tax Act, 1940. I shall 
not discuss the merits of the Act or its demerits, if any; 
these are matters for the consideration of our legislators 
in the Parliament of Canada. 

I have read Lord Hewart’s New Despotism and, like all 
lawyers, find myself very much in agreement with him in 
his objections to the encroachments of bureaucracy upon 
the functions of the courts. 

Now, owing to the exigency of war, I find myself caught 
up and serving on one of the numerous administrative bodies 
created to assist the Government in its increasing control 
of our business and economic life. I shall have a word to 
say upon this matter of administrative law in general and 
the position of the Board of Referees in reference to the 
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courts at the end of this paper. But first of all I wish to 
give a short explanation of the purpose and effect of The 
Excess Profits Tax Act. 


Excess Profits Tax Acts in General 

Underlying the enactment of excess profits taxes are the 
assumptions that, in wartime, business profits will increase, 
that government revenue needs will grow and that the public 
will demand that the profits—whether fortuitous or ex- 
cessive, and whether or not arising directly out of contracts 
for munitions—should be taken out of war. 

Before any excess profits tax act can be written, there 
has to be a clear-cut decision as to exactly what profits are 
to be specially taxed. 


Approaches to Excess Profits Taxation 


One approach is that any increase in profits in wartime 
should be specially taxed. The other is that all profits in 
excess of specified rates of return on capital should be 
progressively taxed. 

The differences between these two approaches are funda- 
mental. One, which we may term the average earnings 
basis, is founded on previous earning power. It simply as- 
sumes that the pre-war profits were a reasonable criterion 
of earning power, irrespective of the rate of return that 
was earned on the capital employed and that any wartime 
increase or excess above the pre-war profits should be 
heavily taxed. The other method, the invested capital basis, 
fixes a basic rate of return on capital which is deemed so- 
cially fair and taxes all profits over such rate progressively. 
It differs from the average earnings basis which recognizes 
that rates of return on capital employed in business are 
rarely uniform but reflect the difference in investment risks, 
management factors, capital structures, economic environ- 
ment and a host of other influences which make a uniform 
rate of return upon capital entirely unfair and discrimin- 
atory. 

Canadian Excess Profits Tax Legislation 


In Canada the choice of the average earnings base has 
now been made and the standard profit is the average earn- 
ings in the years 1936 to 1939. The invested capital basis 
has, however, been retained to establish certain limitations 
upon the Standard Profits which may be awarded to de- 
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pressed taxpayers. The minimum award is 5%; and the 
maximum award, 10% upon the employed capital. 

The present Excess Profits Tax Act is applicable to sole 
proprietorships, partnerships and corporations, subject to 
certain exemptions, but my references will be confined en- 
tirely to its incidence upon individual corporations. The Act 
levies a tax of 75% on the calendar year profits, earned on 
and after 1st January 1940, which were.in excess of the 
average annual profits in the calendar years 1936-1939 less 
a deduction for the ordinary 18% corporation tax. It is pro- 
vided, however, that if this tax amounts to less than 22% 
of the total profits, the greater tax of 22% will be imposed. 

In effect a Canadian corporation is subject to the greater 
of a tax of 22% on total profits or a net tax of 61144% on 
profits in excess of those earned in the Standard Period. 
Adding the 18% ordinary income tax the total tax rate 
can vary between a minimum of 40% and a near maximum 
of 7914% with a high rate of progression to the upper level 
as excess profits grow. 


Functions of the Board of Referees 


The Excess Profits Tax Act had to be written on the as- 
sumption that there was uniformity in business experience 
in 1936-1939 and that the average annual profits in that 
period were a fair gauge of pre-war earning power. 

It is a matter of common observation, however, that the 
recovery from depression was not uniform even among mem- 
bers of the same industry. For some depressed cases the 
statutory provision of a $5,000 minimum of Standard Profits 
was adequate to assure a just base. For others the exclu- 
sion of a loss year or the abnormally low profits of one year 
in calculating the standard was sufficient. Where neither 
of these provisions met the need the Board of Referees was 
empowered to recommend the raising of the actual Standard 
Profits to a level which would correct or at least compensate 
in part for their special disabilities. 

The Board of Referees has been appointed to deal with 
situations where no record of Standard Profits is available 
or where they were so low that it would not be just to tax 
the resulting excess without providing some relief. In other 
words, the Board has to set Standard Profits for new busi- 
nesses and for depressed businesses. 
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Eligibility of Standard Profit Claims 

The decision whether a business is new or depressed 
rests primarily with the Minister of National Revenue. The 
claims from established businesses that come before the 
Board of Referees are those where the Minister is not sat- 
isfied that the business of the taxpayer was depressed or is 
not satisfied that the Standard Profits claimed are fair and 
reasonable. 

All new businesses, i.e., businesses started after 31st De- 
cember 1937, must go to the Board of Referees to have their 
Standard Profits ascertained. 

Right of Taxpayer to be Heard by Board 

Just herein an interesting legal question arises as to 
the right of a taxpayer to come before the Board of Ref- 
erees. You will note that section 5—the operative section 
in respect to the Board of Referees—provides that a tax- 
payer who is convinced that his Standard Profits, ascertained 
in the ordinary way, are so low that it would not be just 
to determine his liability to the tax by reference thereto, 
may compute his own Standard Profits as such amount as 
he thinks just, but not exceeding an amount equal to in- 
terest at 10% per annum on his employed capital. His claim 
then goes before the Minister and, according to the express 
wording of the Act, the Minister has two alternatives—he 
may agree with the computation of the taxpayer or, if he 
is not satisfied that the taxpayer was depressed or if he is 

not satisfied that the Standard Profits as computed by the 
taxpayer are fair and reasonable, he may direct that the 
Standard Profits be ascertained by the Board of Referees. 
Those are the only express provisions in the Act. 

It has been suggested that when imposing a duty upon 
a Minister of the Crown it is not proper to use the word 
“shall” and that the word “may,” in appropriate cases, can 
always be interpreted as imperative or mandatory. As you 
know, there are numerous authorities upon this matter—in 
particular the case of Julius v. The Bishop of Oxford, 5 App. 
Cas. 214, wherein it is stated: “When a statute confers an 
authority to do a judicial act in a certain case it is impera- 
tive on those so authorized to exercise the authority when 
the case arises and its exercise is duly applied for by a 
party interested and having the right to make the applica- 
tion.” It could be said that the Act of the Minister in 
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referring a claim to the Board of Referees is judicial since 
the Board act judicially and their recommendation becomes 
the Act of the Minister by his approval. Other cases deal- 
ing with the matter are Fonseca v. Schultz, 7 Man. R. 458 
and In Re North Huron Election, 58 O.L.R. 197. In Super- 
visors v. U.S., 71 U.S.R. 485, decided by the Supreme Court 
of the United States, it is stated “whenever public interest 
or individual rights call for the exercise of power given to 
public officers the language used, though permissive in form, 
is, in fact, peremptory. What they are empowered to do 
for a third person, the law requires shall be done. The 
power is given not for their benefit but for his.” 


New Companies 

Our duties in respect to new companies are specifically 
laid down in subsection two of section 5 of the Act, namely 
to ascertain the Standard Profits at such an amount as the 
Board thinks just being an amount equal to a return on the 
capital employed of the applicant ‘“‘at the rate earned by 
taxpayers during the Standard Period in similar circum- 
stances engaged in the same or an analogous class of busi- 
ness.” 

In reference to new companies it is further of interest 
to note that any company which increases its capital to the 
extent of 3314% after the beginning of its last fiscal period 
in the Standard Period and also issues capital stock for such 
increase may apply as a new company and have its profits 
ascertained by the Board of Referees in the same way as 
other new companies, namely, at the rate of return on 
capital earned by companies in the same business in the 
Standard Period. Such companies, however, are selected 
by the Board of Referees in their sole discretion and their 
rate of return adjusted, if necessary, to insure “similar cir- 
cumstances” for the taxpayers selected and so get a com- 
parison of like with like. 

In the case of new companies the limitation of 10% on 
capital does not apply. 


Depressed Companies 
The second class of cases dealt with by the Board is that 
of taxpayers who claim their business was depressed in the 
Standard Period. 
What does “Depression” mean? In the first place the 
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Board considers that, generally speaking and with few ex- 
ceptions, any business which did not earn 5% on its em- 
ployed capital during the Standard Period was depressed. 
This we think is a fair implication from the provision that 
all depressed taxpayers are entitled to a minimum award of 
5% upon their capital. There may be certain types of com- 
panies which never have earned and never contemplate earn- 
ing as much as 5% upon their capital. In such a case the 
Board is expressly given the power to leave the taxpayer 
with his own average yearly profits. What we cannot do is 
to award any amount less than 5%, if we desire to award 
a different rate from that actually earned by the taxpayer. 

But how are we to measure the depression of a par- 
ticular company? Various measures of depression could be 
taken. For example, one business man might consider him- 
self depressed if his average net profits in 1936-1939 were 
less than in the boom year of 1929. Thus prior perform- 
ance would be the test of depression. Another might 
contend that he was depressed if he failed to net as much 
as his competitor. In this case comparative performance 
would be the test. Still another might feel he was depressed 
if he did not net his customary 5% on sales. This would 
be an inherent or absolute test. 

It became evident very early that the Board would be 
confronted with a wide variety of claims and that a study 
of profits behaviour and earnings rates in various industries 
might produce some helpful conclusions. The Board, there- 

‘fore, had a large number of statistical studies made. 

It is beyond the scope of this paper even to outline the 
results of the researches into business results from 1925 
to 1939. They have not given the Board any generalized 
rules of thumb which can be universally applied to the claims 
coming before it. On the other hand they have provided a 
helpful and fairly lengthy record of business experience and 
have emphasized the differences, rather than the similar- 
ities, in the individual businesses which constitute an 
industry—a fact which is frequently overlooked. 

Our studies failed to provide any single simple test for 
depression and they provided no general mathematical 
formula for ascertaining Standard Profits. What they did 
do was to indicate the limitations of generalizations when 
applied to business and to lead to the conclusion that the 
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administration of The Excess Profits Tax Act would best be 
served by considering each claim on its own merits rather 
than as part of a uniform industry. 

The Act suggested a comparative test and recourse to 
the earnings of competitors as a basis for judgment. In this 
connection the Board has more than one alternative. The 
test need not necessarily be whether the applicant company 
earned the same rate on capital as its competitors. The 
more accurate test would be as to whether the applicant’s 
position relative to his competitors in the matter of earn- 
ings over a period of years had deteriorated in the Standard 
Period. 

The Board has come to the opinion that no uniform rate 
of return upon capital can be ascertained for any industry 
which would do justice to the diversified circumstances of 
all members of such industry. 


Ascertaining Standard Profits 


The aim of the Board is to give to each applicant a rate 
of Standard Profits which he might have earned during the 
Standard Period had he not suffered from special disabilities, 
whether those disabilities were common to the industry in 
which he was engaged or peculiar to himself, and provided 
that those disabilities could not be considered permanent 
disabilities. 

In arriving at the rate for the individual companies the 
individual experience of the company is the chief factor in 
determining the Standard Profits. Some questions to be 
considered are: What did the company earn during the pros- 
perous period of its business? What percentage of the 
profits earned in the prosperous period should the company 
be expected to have earned in the Standard Period? 

While the Board tries to estimate the earnings which 
the company would have earned in the Standard Period if 
special disabilities were removed, there are some considera- 
tions, often put forward, which, while important to the 
owners of the business, appear to have little, if any, relev- 
ance in ascertaining Standard Profits under the Act. For 
instance: 

1. The claim to recoup out of profits the amounts neces- 

sary to compensate for past lean years and possible 
future lean years. (The Board does have regard to 
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the fact that some types of business are extra hazard- 
ous and may be classed as “Feast and Famine” busi- 
nesses.) 

The claim that certain types of business are entitled 
to a certain rate of return regardless of past earning 
experience. 

The claim for increased Standard Profits because 
heavy borrowings or heavy inventories make it diffi- 
cult to raise money to pay taxes. 

The claim to have sufficient profit, after taxes, to 
pay fixed or customary dividends or debt repayment 
obligations. 

In hearings which are conducted each week the Board 
discusses claims with taxpayers and in the light of their rep- 
resentations and the Board’s own experience and judgment 
endeavours to reach a conclusion as to a fair and reasonable 
base for the calculation of excess profits. 


Where Capital Standard Not Applicable 


The most difficult provision to administer is subsection 
5(3), added during the 1941 session of Parliament. That 
subsection was inserted to enable the Board to award a 
Standard Profit where a Standard Profit limited to a certain 
return upon capital would not do justice. There are three 
classes of companies which can be dealt with under this 
section, namely: 

1. Companies carrying on a business of a personal ser- 

vice nature where capital is not an important factor. 

2. Companies, the capital of which through losses has 

become abnormally impaired, so that the limitation of 
10% upon the actual capital left would be far below the 
actual earning power of the company. 

3. Companies of which the capital employed due to ex- 

traordinary circumstances is abnormally low. 
Just a word or two regarding these three classes. 

In the first place as to companies where capital is not 
an important factor. Capital is defined in the Act as equity 
capital, i.e., assets less liabilities, but in this section there 
is strong ground for argument that the context requires a 
broad meaning for the word “capital.” The businesses in- 
tended to be covered are those like fire insurance, brokers, 
real estate agents, and other service types of business where 
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it is apparent that no plant is necessary in order to carry 
on the business nor any considerable amount of working 
capital. In businesses of that kind to limit the Standard 
Profit to 10% of the capital would not be realistic. In such 
cases the Board looks at the earning power of such tax- 
payers in their profitable period as compared with the Stan- 
dard Period. 

The second class of company is that where capital has 
become impaired. There are companies which have no 
equity capital—their liabilities together with the deprecia- 
tion as calculated by the Income Tax Department exceed 
their assets. Obviously no capital standard is possible. In 
such case, again, the Board looks at earning power. 

As to the third class, where capital is abnormally low, 
one test which may be applied is to compare the capital 
employed with that of other companies engaged in the same 
kind of business. If the ratio of capital to the gross sales 
or turnover in the case of the applicant is very much less 
than that of others engaged in the same business, there is 
ground for a finding that the capital is abnormally low. 

Unless section 5(3) is rigidly administered it can be 
abused and the Board has been loath to consider claims un- 
der it unless they conformed to the strict requirements of 
the subsection and unless they could not be justly and real- 
istically treated under section 5(1). The Board has not en- 
deavoured to classify rigidly those businesses in which 
capital is not a material factor in the earning of profits nor 
has it attempted to define abnormal impairment of capital or 
abnormally low capital due to extraordinary circumstances. 

In determining conditions for eligibility under section 
5(3) the Board has insisted that lowness of capital is a 
primary requirement. Unless this condition is met, repre- 
sentations that disposition of the claim under section 5(1) 
“would result in the imposition of excessive taxation 
amounting to unjustifiable hardship or extreme discrimina- 
tion or would jeopardize the continuation of the business 
of the taxpayer,” have not been considered adequate per se 
to make a claim eligible under section 5(3). 

In ascertaining Standard Profits under Section 5(3) the 
Board has followed as far as possible the procedure adopted 
in the administration of the other sections. On the basis of 
the facts presented in individual claims it has attempted 
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to make realistic awards, having regard to the general limi- 
tations in the Act. 
Board of Referees and the Courts 

Regarding the position of the Board of Referees in rela- 
tion to the courts our work is a part of what has been termed 
Administrative Law. The principal objections to Adminis- 
trative Boards in general are: 

1. That decisions affecting rights or liabilities of sub- 
jects are made by unidentified Department officials who 
have no responsibility except to official superiors. 

This cannot be said of the Board of Referees. We are not 
Department officials, but an entirely independent body who 
receive no instructions from the Government or any Min- 
ister as to the use of our powers under the Act. 

2. That there is no oral hearing and no opportunity for 
parties to put forward their case. 

As to this point, every taxpayer, whose claim has been 
referred to the Board, is given an opportunity of presenting 
his claim before the Board. Moreover the applicant can 
bring with him his legal adviser, his accountant or anyone 
else to assist him. The Board employs no counsel, as the 
hearing is essentially a factual one, but the Board is ready 
to listen to all arguments that may be made either upon the 
principles applicable to the claim or the interpretation of 
the Act. 

8. That proceedings are not held in public. 

As to that, the lack of publicity of the hearing is entirely 
for the protection of the applicant, who, in order to make 
his claim, must disclose the particulars of his business and 
it is his privilege to keep the details of his business from 
the public and to be assured that his communications to the 
Board will be considered as confidential as his Income Tax 
Return. 

It is provided that when the Minister approves the 
recommendations of the Board his decisions are final and 
conclusive. Large powers of discretion are given to the 
Board. This means that any finding based on discretion 
cannot be challenged in the courts. 

The reasons for the existence of such a Board are mainly 
that the actual awards made must in the nature of things 
be largely discretionary and are not capable of being dealt 
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with, except in a very broad way, upon any fixed and rigid 
rules. The decisions are not such as a legal tribunal is quali- 
fied to make. A court administers law according to certain 
defined principles and is not asked to make discretionary 
awards—that is properly an administrative function—and 
since no Minister can personally deal with all such prob- 
lems it is a reasonable solution that he should be assisted 
by some body specially charged with such work. 

The position of Boards such as the Board of Referees 
has been discussed in several cases both in the House of 
Lords and in the Judicial Committee. Thus in Board of 
Education v. Rice (1911) A.C. 179, Lord Loreburn stated 
that the Board of Education in making its decisions must 
act in good faith and fairly listen to both sides. In Local 
Government Board v. Arlidge (1915) A.C. 120, Lord Shaw 
said “That the judiciary should presume to impose its own 
methods on administrative or executive officers is a usurpa- 
tion.” In that case Arlidge’s house was ordered to be 
torn down and on appeal to the Local Government Board 
Arlidge was refused the opportunity of seeing the report 
which the Inspector, after an enquiry, had made to the 
Board, and was not heard on the appeal, though he did have 
the opportunity of appearing and stating his case at the 
public enquiry held by the Inspector. Viscount Haldane 
said of the Board “When Parliament entrusts it with judi- 
cial duties, Parliament must be taken, in the absence of any 
declaration to the contrary, to have intended it to follow the 
procedure which is its own, and is necessary if it is to be 
capable of doing its work efficiently.” 

An examination of the authorities shows, however, that 
there are certain limitations upon the powers of all admin- 
istrative tribunals. 

1. They must keep within the confines of the statutes 

creating them. 

2. They must observe natural justice, meaning there- 

by—honest decisions made after hearing the parties. 

3. They must have some relevant evidence on which to 

base their decisions. 
There are also two other important limiting factors, namely ; 
public opinion and the power of the legislature. 

Finally there is the limitation self-imposed by the per- 
sonnel of the Board. Lord Hewart himself said in Rez v. 
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Minister of Health (1925) 2 K.B. 363, “Local authorities are 
vested with great powers because in practice they show 
themselves to be worthy of them, and their discretion is not 
lightly to be diminished in any degree whatsoever.” 


The decisions of the Board of Referees are almost en- 
tirely decisions involving matters of discretion. There is 
seldom any dispute as to the facts, which are ascertained 
from the taxpayer’s own income tax returns plus statements 
made in his application or before the Board. 


Again all decisions made by the Board of Referees either 
leave the taxpayer under the general provisions of the Act 
with its maximum and minimum provisions or, if any 
change is made in his position, it is a change by way of im- 
proving that position. The Board thus does harm to no 
one—the only objection there can be to the Board’s decisions 
is that they do not give as much improvement as the tax- 
payer would like. Essentially, therefore, the Board is a 
benefit-conferring body. 


In conclusion I would say that the Board considers its 
duty, subject only to the limits expressed in the Act, to be 
the equalization of the base of taxation so that all taxpayers 
may feel that their Standard Profits represent an amount 
that was actually earned or could have been earned in 
1936-1939. The resulting rate of total taxation—whether 
it is 40%. or 79%—is a consequence of the acceleration of 
profits in wartime. It is obvious that these consequences 
‘cannot be equalized by setting a uniform tax rate and, even 
though the consequences might in the long run turn out to 
be undesirable, the effect and intent of the law is clearly to 
levy taxes at a higher rate as profits increase. 


For the most part the Board excludes references to 
wartime profits as a criterion of earning power in the Stan- 
dard Period. It is willing to examine the record up to the 
end of 1939 but not beyond whenever it can be avoided. 
Likewise, it has resisted all claims for sliding scale or vari- 
able Standard Profits which would rise and fall with produc- 
tion or profits. Its recommendations of Standard Profits 
when approved by the Minister are fixed and invariable for 
the duration of the Act. 


The Board considers that it is fulfilling its duty and is 
acting on logical and legal grounds when it uses its best 
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efforts to make sure that a claimant is neither better nor 
worse off, as far as his tax base is concerned, than the ma- 
jority of taxpayers who must rely upon their actual Stan- 
dard Profits in the years 1936-1939 as their base. 


INCOME TAX ON WAGES 
By Bryan Pontifex, F.C.A., England 


Editor’s Note: Mr. Pontifex was for a number of years a promin- 
ent member of the profession in Canada. He became a member of the 
Institute of Chartered Accountants in England and Wales in 1896, of 
the Institute of Chartered Accountants of Ontario in 1909, and was 
President of the Ontario Institute in 1914-15. He returned to England 
in 1924, and is an honorary member of the Ontario Institute. 


oo the British Finance Act 1941 a radical change 

was made in the system of income tax assessment and 
collection. A short explanation may elucidate the news- 
paper accounts as appearing in the press and possibly assist 
Canadians when they come, as they may have to, to making 
similar changes. 


The large increase in the wages of many working men 
and the necessity for reducing the income tax level has 
created millions of new payers and has had, unfortunately, 
the unforeseen result of giving many munition workers and 
others a “grievance,” which has culminated in many men 
considering they would be better off in reducing their fac- 
tory attendances or in declining to work overtime. It should 
be recalled that Trade Unions, on behalf of working men, 
have always claimed that all taxation should be direct— 
that is, by way of income tax or the like—and none by in- 
direct taxes such as those on beer, tobacco and tea. Now 
they are affected by direct taxation. They are human 
enough to view things differently and resent the income 
tax but their reasoning is fallacious. It works out thus: 
Let us presume that a mechanic—a working engineer— 
earned in the six months, April to October 1941, an average 
of £6 a week or £312.0.0 a year. First there is a deduction 
at the rate of 1/10th on account of “earned income” of 
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£31.0.0, leaving £281.0.0 
Personal allowance as a married man £140.0.0 
Plus allowance for, say 2 children 
100.0.0 £240.0.0 


£41.0.0 
The income tax is £13.6.6, deducted at the rate of 5/- a 
week. 

Under a patriotic urge his wife too takes a job in a 
munitions factory at, let us say, £3.0.0 a week; thus their 
joint assessment under the law as it now stands, and has 
for a century, is: 


Income, man £31.0.0, and wife £156.0.0 .... £468.0.0 
Less 1/10th for earned 


£421.0.0 
Less allowances as above 


£181.0.0 


Tax on £165 at 6/6 
Tax on 16.0.0 at 10/- 8.0.0 £61.12.6, 


or an increase of over £20 because the wife earned, but she 
earned £156, and therefore the family is £156 — £20, or 
£136 better off. 

This is naturally too complex for the average working 
man and especially for his wife to grasp, but as it is vital 
that there should be no excuse, however ill-founded, for 
shorter hours and decreased output of munitions many pro- 
posals are being mooted to meet objections. One system 
that might be adopted is that there be a joint assessment 
of man and wife in cases where the tax is deducted weekly. 
Thus the man’s tax assessment would be allowing him £80, 
not £140, (the former being the allowance for a single man) 
and crediting him with the whole of the children’s allow- 
ance £32.16.6 for the year and the woman’s assessment 
allowing her £80 (as were she single) £19.10.0, together 
£52.6.6, equivalent to a reduction of £9.6.0 compared with 
the joint tax of £61.12.6. 

These figures take no account of the new system of 
Post-War Credits under which, in extreme cases, the extra 
taxes are placed to the taxpayer’s credit to be drawn after 
the Peace. Up to an annual income of about £200 for a 
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childless married man, or to £300 if he has two dependent 
children, the whole of his payments are credited to him. 
For single women there is no tax if earnings do not exceed 
£110 a year. In a word, the tax is just and equitable and 
has only to be understood to be acceptable . . . but that is 
not yet and it constitutes what is thought by some to be 
an injustice and is therefore resented. 


Knowle, Birmingham, 
5th March 1942. 


JUDGMENT RESPECTING THE INCOME WAR TAX ACT 


The Kellogg Case 

Over date of 31st March 1942, the President of the 
Exchequer Court of Canada, Mr. Justice Maclean, allowed 
the appeal of Kellogg Company of Canada Limited from in- 
come tax assessments which had been affirmed by the Min- 
ister of National Revenue. The decision has particular 
interest because of the distinction made from what Mr. 
Justice Maclean refers to as “a somewhat analogous case”— 


the appeal of Dominion Natural Gas Company Limited, 
dismissed by the Supreme Court of Canada on 18th No- 
vember 1940. The distinction is finely drawn. 


The Facts 


The Canadian Shredded Wheat Company Limited 
brought action in 1934 against the Kellogg Company to 
restrain it from using the words “Shredded Wheat” and for 
damages or alternatively the profits made by the Kellogg 
Company through its improper use of the words. The 
Kellogg Company gave an undertaking not to effect sales 
until the final disposition of the action and made no sales 
of shredded wheat biscuits during the period while the liti- 
gation was in progress. The defence was that the words 
were descriptive in their nature and could be used with 
impunity as a true description of a product. The action and 
successive appeals to the Ontario Court of Appeal and the 
Judicial Committee of the Privy Council were unsuccessful 
and the action was dismissed with costs throughout. The 
litigation cost the Kellogg Company $5,392.99 in 1936 and 
$11,585.72 in 1937 (being in excess of the costs paid to it 
by the Shredded Wheat Company) and it claimed the sums 
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as deductible expenses from income. On disallowance, the 
company appealed first to the Minister of National Revenue 
and then to the Exchequer Court. 
Judgment 

Mr. Justice Maclean reviewed a number of well-known 
decisions. He pointed out that repeatedly the courts had 
said that the question was one of fact and of fact to be 
applied by the tests applied in ordinary business. After 
pointing out that the expense is not one prohibited by the 
Act, His Lordship proceeded: “We must consider next 
whether it is of such a nature that according to the prin- 
ciples of ordinary commercial standards it is a proper item 
to be charged against income in a computation of profits or 
gains, and was expended for earning the same or whether 
it is an expense that should be charged as a capital expen- 
diture and therefore not deductible in computing the amount 
of the profit or gain to be assessed.” Reference was made 
to a number of tests applied from time to time by the courts. 
Expenditures were clearly of a capital nature if made “once 
and for all” in distinction from those which recurred an- 
nually ; or if made to secure “an asset” or “an advantage or 


enduring benefit” for its business. The legal expenses in the 
Dominion Natural Gas case were disallowed for various 
reasons assigned by the several judges—they were not 
“working expenses.” The expenditure was incurred “once 
and for all” and “for the purpose and with the effect of 
procuring for the company the advantages of an enduring 
benefit, the right to carry on its undertaking.” 


Distinction 

Mr. Justice Maclean considered that the distinction to 
be made from the Dominion Natural Gas case lay in the fact 
that in that case an attack was being made “‘on its franchise 
rights and privileges under which it commenced and con- 
tinued its undertaking, which comprised the foundation and 
totality of all its assets and which rights or privileges were 
the means of making profits though they themselves did 
not yield profits and that therefore the expenses in question 
were directly related to capital assets.” The Kellogg Com- 
pany, on the other hand, merely obtained an affirmation of 
a right which it, in common with others, was already en- 
titled to and enjoyed. It did not acquire an asset or an en- 
during advantage to its trade. It was virtually compelled 
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to make the disbursements in order to maintain its trading 
and profit-making position—the right to print the common 
name of the product on the carton containing it—almost 
the final step in the selling of the product itself and in the 
earning of profits or gains. 


OVERLAPPING OF GOVERNMENT AUDITS? 


7 following paper is submitted by the Chartered Ac- 
countants’ Group of the Professional Institute of the 
Civil Service of Canada, which is representative of all 
Dominion government departments, whose activities require 
outside audits or investigations, including among its mem- 
bers some chartered accountants with long experience in 
both government and commercial accounting and auditing 
and others recently recruited from commercial practice. 


The frequent allegation that there is overlapping of 
government audits and investigations was the topic of dis- 
cussion at a recent meeting in Ottawa of the Chartered 
Accountants’ Group. After discussing the purpose and 


nature of government audits, the following possible reme- 
dies were considered, (i) the formation of a pool of govern- 
ment auditors with the object of reducing to a minimum 
the necessity of two or more government auditors visiting 
one business; (ii) utilization of the services of companies’ 
own auditors on government investigations, instead of gov- 
ernment auditors; and (iii) the formation of small bodies 
or committees of accountants to consider in advance of 
promulgation all government and departmental rulings af- 
fecting accounting and auditing procedure, with the object 
of eliminating unnecessary accounting and auditing difficul- 
ties that would otherwise arise. 
Purpose and Nature of Government Audits 

The primary purpose of government investigations is 
to safeguard the exchequer. The results obtajned amply 
demonstrate that they are necessary. On the other hand 
it is unquestionably beneficial to a corporation to secure, 
periodically, what is in effect a clearance against retroac- 
tive demands by the Crown. 

In many cases government investigators are able to 
pass along helpful information to firms visited, to clarify 
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misunderstandings, and to eliminate unnecessary work; also, 
by virtue of their field experience, they are in a unique 
position to render aid in framing regulations and new legis- 
lation. These are facts well appreciated by most business 
men. 


A question frequently asked is, why cannot government 
audits be conducted all at one time by one or more inves- 
tigators? The answer is that the investigations emanate 
from a variety of statutes, orders in council, etc., which 
are so varied in their scope that satisfactory results can 
only be obtained, and interference with business reduced 
to a minimum, if the investigational staffs specialize in 
one or more related Acts or sets of regulations. In some 
departments it is even necessary to allot separate staffs 
to particular kinds of businesses. 


Let us consider some of the activities covered by these 
investigations and audits. There is the Income War Tax 
Act (including the national defence tax), The Excess Profits 
Tax Act, The Dominion Succession Duty Act, The Special 
War Revenue Act, The Unemployment Insurance Act, the 
Foreign Exchange Control Board regulations, the drawback 
regulations under the Customs Act, cost audit regulations 
under the Munitions and Supply Act, regulations governing 
wartime wages, wartime prices and instalment buying. 
Under most of these enactments wide powers are vested 
in the Governor in Council, the Ministers and their deputies 
to make regulations and to give interpretative rulings. 
’ Often the resultant regulations and rulings are voluminous 
and complex, and are subject to frequent change. 

The routine of government investigations is designed, 
by qualified men of wide experience, to give a maximum 
of benefit with a minimum of interference with business. 
The cost to the government is the amount actually paid 
to the investigators. Where accounts are known to have 
been audited by a reputable firm, considerable reliance is 
placed on statements certified by the firm’s auditors and 
the checking is limited to brief tests, particular attention 
being paid only to that aspect of the accounts which affects 
the subject under investigation. 

It is possible that at a large concern more than one 
group of government investigators may be present at one 
time but this is not a common occurrence. Each group is 
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interested in different aspects of a firm’s activities; income 
tax investigators are concerned with the transactions of a 
period that is closed; excise tax investigators are concerned 
chiefly with sales, past and current; foreign exchange con- 
trol investigators operate currently and look into the future; 
and cost auditors are concerned with current costs and cost 
trends. 

Reference was made during the discussion to measures 
undertaken in Great Britain to eliminate overlapping of 
government audits, but it was shown that this referred 
solely to cost audits that had been undertaken by two or 
more war departments purchasing from one firm at the 
same time. Such a situation has not existed in Canada 
since early in the war as all war purchases are made through 
one department, the Department of Munitions and Supply. 
When the costs of several purchases from one firm are 
to be audited, they are reviewed by examiners of the 
Treasury Cost Audit Section, attached to the Department 
of Munitions and Supply. 

In the fields of income tax and sales tax there is some 
overlapping in the work of Dominion and provincial inves- 
tigators, and even of municipal investigators, but much of 
this was eliminated by transferring the administration of 
the income tax legislation of some of the provinces to the 
Dominion. More wili disappear now that the provinces are 
abandoning certain of the fields for the duration of the 
present war. With these exceptions little evidence of dupli- 
cation was found in the course of the discussion. 


Proposed Pool of Government Investigators 

Consideration was given to a proposal that interference 
with business could be considerably curtailed by the forma- 
tion of a central government audit bureau, the staff of 
which would make all necessary investigations for the gov- 
ernment. The proposal was not accompanied by any plan 
of procedure, therefore it is presumed that the advantage 
anticipated was that the necessary investigations of each 
firm’s affairs would be undertaken at one time, say once a 
year, and that by this means more than one reference to 
the same records would be unnecessary. 

Such a plan would necessitate having the staff of the 
bureau work in teams. The question emerges, how would 
these teams be constituted? As it would be impracticable 
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for the members to be expert in every phase of government 
investigations, each team should include specialists qualified 
to undertake every kind of investigation which the team 
would be likely to encounter. 

The following are reasons why this plan is not desir- 
able: 

(i) As each group of investigators is concerned with 
a particular aspect of the affairs of a business, some 
with the past, some with the present and others with 
the future, it is not practicable to make the examinations 
simultaneously ; 

(ii) The isolation of the staff of the bureau, from 
their respective departments, would tend to discourage 
the heads of the departments concerned from accepting 
personal responsibility for the effectiveness of the in- 
vestigations and would deprive them of the advantages 
of ready access to the investigational staffs. 

Using Company’s Own Auditors 

It should be borne in mind that the feasibility of utiliz- 
ing the services of a firm’s own auditors, for government 
investigations, depends largely upon the practicability of 
doing so under the legislation concerned, since as previously 
stated much of it places wide powers of discretion with the 
Governor in Council or with the heads of the departments 
concerned. A practising accountant would find it difficult, if 
not impossible, to keep himself informed on all of the govern- 
ing regulations, rulings and interpretations that apply to the 
several kinds of businesses with which he may have occasion 
to deal. On the other hand, government investigators are 
in close and constant touch with the departments and are 
promptly informed of all changes as they occur; there- 
fore, they are enabled to specialize to a high degree. Some 
fields now being covered are entirely new and therefore re- 
quire intensive study and training which must be constantly 
developed and progressively improved as experience may dic- 
tate. In peacetime, practising accountants have difficulty 
in keeping posted on the latest changes in the laws; in 
wartime it is difficult for even the government specialists 
to do this. 

Comparatively few accountants in commercial practice 
become expert in the application of several Acts, but the 
present proposal is that, notwithstanding the acute 
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scarcity of qualified help and a consequent overloading of 
audit staffs, the practising accountant must, in addition 
to the present calls on his resourcefulness, master and be 
able to apply, as capably as does the government investi- 
gator, all of the Acts and regulations which at present 
necessitate government investigations, or he must employ 
several specialists. For this purpose every practising ac- 
countant would have to be furnished with copies of every 
Act, order in council, regulation and ruling affecting ac- 
tivities now subject to investigation by government inves- 
tigators. Would it be feasible for every practising ac- 
countant in the Dominion to undertake the necessary study 
and acquire the requisite experience to do this and at the 
same time keep up with his present undertakings? 

Many practising accountants look upon cost accounting 
as a field outside the scope of their professional activities 
and in consequence have little or no costing experience. 
Frequently the records examined by government cost audit 
staffs are maintained independently of the company’s finan- 
cial records which alone are subject to examination by the 
company’s own auditors. 

Experience has shown that practising accountants have 
difficulty in adopting a completely impartial attitude be- 
cause it is natural that they should be expected to support 
the interests of their clients when these are in conflict with 
those of the Crown. On the other hand, the intervention 
of a government investigator relieves them of this em- 
barrassment and at the same time places them in a favour- 
able position to defend their client’s interests. 


Study of Regulations and Rulings Before Issuance 
Thereof 

Difficulty frequently arises because regulations and rul- 
ings are not always well framed or are unnecessarily num- 
erous. It was suggested that some of the confusion thus 
caused would be avoided were it the practice to submit 
prospective rulings and regulations to special committees of 
accountants for criticism and suggestions in respect of the 
accounting and auditing aspects. 

It was the consensus of opinion of the Group that this 
plan, which is already being followed with success in some 
departments, could be extended with advantage, subject 
to the limitations imposed by the necessity for secrecy in 
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cases where regulations and rulings anticipate legislation 
or for other reasons are confidential. 


Conclusion of Group 

Because of the wide powers of discretion and interpre- 
tation vested in those responsible for the administration 
of the laws and for other good reasons, government audits 
and investigations can best be carried on by specialists 
working under the responsible heads of the various gov- 
ernment departments. This procedure has proved efficient 
and economical. A better understanding of the reasons for 
the present procedure should dispel many of the miscon- 
ceptions now held with regard to government audits. 


GLIMPSES OF CURRENT ACCOUNTING LITERATURE 


A Summary Prepared by John Douglas Campbell, 
Chartered Accountant 


BULLETINS 


Cost Accounting 

—— No. 18, Volume XXIII, lst March 1942 pub- 

lished by the National Association of Cost Accountants 
carries an article written by Edward F. Bartelt outlining and 
illustrating the operation of central governmental accounts 
adaptable to the needs of the Federal government of the 
. United States in filling the requirements of Executive Order 
8512 signed by President Roosevelt on 18th August 1940. 

The principal purpose of the order was to provide more 
adequate information for financial administration and is 
designed to give both an “over all” picture of the financial 
operations and condition of the Government (U.S.) and to 
provide statements which might be used for current admin- 
istration in running the daily business of the government. 
The plan which is designed to meet the requirements of the 
order must be such as to bring together in a completely 
co-ordinated system of central accounts the financial transac- 
tions and operations on an accrual basis of all Federal 
agencies including governmental corporations, 

The article first presents a review of the present system 
of governmental accounts and the types of both revenue and 
expenditure transactions which are recorded. The inad- 
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equacy of these accounts is indicated both on the question 
of uniform terminology and the bringing together of the 
results of the various systems through a central system of 
summary accounts. 

In outlining the proposed system of central accounts the 
basic features indicated are the incorporation of the budget 
appropriations in the general accounts in the form of nom- 
inal or budgetary accounts and the setting up of the real 
or proprietary accounts comprehending assets and liabilities. 

Bulletin No. 14, Volume XXIII, 15th March 1942 contains 
discussions on both the topics of depreciation and costs. 

Victor H. Stempf in an article “Accelerated Deprecia- 
tion” discusses the question of depreciation from the stand- 
point of its relationship to both the “sound determination 
of income” and to “income taxation.” 

The general nature of the accounting concept of depre- 
ciation and amortization of fixed assets is first outlined. The 
general conclusion is drawn that important though depre- 
ciation is in the fair determination of earnings the most 
vital consideration is taxation which has become such a huge 
burden upon business. 

In discussing the concept of accelerated depreciation 
with its underlying causes, the relationship of depreciation 
to use of facilities rather than to time is stressed. The sug- 
gestion is offered that a production unit method of depre- 
ciation is most adaptable in disclosing accelerated deprecia- 
tion which is merely “straight-line depreciation translated 
into terms of units produced.” 

The economic aspects of depreciation are considered as 
a concluding phase of the article. 

Wyman P. Fiske in an article, “The Nature of Cost and 
its Uses,” sets out that cost analysis has now more than one 
objective in that the cost concepts and analytical tools avail- 
able to the accountant are varied and by no means limited 
to a single approach. 

The underlying idea of sacrifice connected with cost has 
wide application with numerous subdivisions, the nature of 
each being determined by the uses to which the cost figures 
are to be put. Four contrasting groups of concepts are con- 
sidered and discussed in detail—outlay versus non-outlay 
costs; prorated versus differential costs; actual versus nor- 
mal and standard costs and controllable versus non-controll- 
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able costs. Each concept offers individual advantages and 
in a particular problem the advantages should be sought 
which will help most in a sound solution to the problem. 

Although cost accounting owes its initial development 
to the need for inventory costs its uses have spread until 
today costs play an important part in setting sales prices, 
controlling operations and in all operating decisions. A dis- 
cussion is presented as to the usefulness of the respective 
cost concepts in each of the specific uses mentioned. 


ARTICLES 


(1) Amortization of Debt Discount and Premiums 
upon Refunding 

Robert E. Healy in an article, “Treatment of Debt Dis- 
count and Premiums upon Refunding” published in the 
March 1942 issue of The Journal of Accountancy, discusses 
the problem of bond discount and premium on refunding 
based on a series of premises and attempts to evaluate the 
current practices on the basis of such premises. 

Three methods of accounting for unamortized debt dis- 
count upon refunding are outlined, namely, (1) to charge 
off the unamortized discount to earned surplus, (2) to charge 
it off during the remainder of the unexpired life of the 
issue just retired, and (3) to charge it off during the life 
_of the new issue. An outline of six premises follows which 
premises act as a measuring rod in evaluating the three 
methods from a logical standpoint. The essence of the 
premises made is that discount and premium form part of 
the interest cost to a company of its borrowed capital (evi- 
dences of debt), and that such cost should be borne by 
income. 

A series of examples is presented covering both discount 
and premium and the conclusion is drawn that, of the three 
methods, the charging off of the discount during the life 
of the new issue “is the most logical and should be pre- 
ferred.” 

The final portion of the article is devoted to an examina- 
tion of court decisions rendered to date (U.S.) on the ques- 
tion in an attempt to determine how far such court decisions 
are inconsistent with the conclusion drawn. 
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(2) Auditing Procedure—Inventories 

Ralph B. Mayo in a paper, “Experiences with Extended 
Auditing Procedures for Inventories” presented at the fifty- 
fourth annual meeting of the American Institute of 
Accountants, which paper was published in “Accounting, 
Auditing and Taxes 1941,” covers two specific case studies 
concerning the auditing procedures applicable to inventories 
as suggested for adoption by the American Institute of Ac- 
countants in “Extensions of Auditing Procedures.” 

The first case sets out circumstances where the man- 
agement complained of the unnecessary costs involved in the 
extension of the auditing procedures for inventory verifica- 
tion and the auditor was faced with the problem as to 
whether or not he should express an opinion on the balance 
sheet without performing such verification. The conclu- 
sion is presented that as the inventories in the case in 
question represented a material factor “‘the exceptions with 
regard to the scope of the examination are sufficiently ma- 
terial to negative the expression of an opinion, and that, 
accordingly, the auditor should refrain from expressing 
one.” 

The second case deals with the question of the reliance 
which might be placed on an examination and verification of 
the records of internal control maintained by the client in 
verifying the inventories when physical tests did not seem 
practicable. The opinion is expressed that under the exist- 
ing circumstances “no useful purpose will be served by re- 
quiring an explanation in his report.” 


(3) Audit Report—Inventories 
The audit reports of the Canadian General Electric Com- 
pany Limited for the years 1939, 1940, and 1941 have 
contained direct references to the verification procedure fol- 
lowed in regard to inventories. 


Canadian General Electric Company Limited 
3ist December 1941 


Certified inventories of merchandise, work in 
progress and materials and supplies have been sub- 
mitted to us. We have satisfied ourselves that these 
inventories have been taken in a careful manner, 
that ample allowance has been made for inactive and 
obsolete stocks and that they are conservatively stated 
at an amount not exceeding the lower of cost or 
market value, less reserves. We reviewed the plan 
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and system of control adopted for inventory purposes 
and observed the taking of the inventory with respect 
to certain items selected by us, thereby satisfying our- 
selves that the methods of taking and recording the 
quantities were carried out effectively. 


The references made appear to be explanatory rather than 
in the nature of a qualification and tend to conform with 
the audit requirements as to inventories as set out by the 
American Institute of Accountants in their “Extensions of 
Auditing Procedure.” The question in Canada as to whether 
one could assume that such audit procedures in respect to 
inventories had been carried out if such references had not 
been made still remains in doubt. 


(4) Terminology—Intangible Assets and Contingent 
Liabilities 

Thomas M. Dickerson in a paper, “Intangible Assets and 
Contingent Liabilities,” presented at the fifty-fourth annual 
meeting of the American Institute of Accountants and 
reproduced in “Accounting, Auditing and Taxes 1941” 
discusses the terms “intangible assets” and “contingent lia- 
bilities” urging the “need of a more careful definition and 
use of these terms and a more thoughtful analysis and clas- 
sification of the individual items encompassed by each.” 

Although intangible assets, strictly speaking, encompass 
all assets which do not have a physical or material existence, 
certain assets representing legally enforceable claims for 
exact amounts against known individuals, e.g., bank deposits 
- and accounts receivable, should be excluded. Such items are 
classified as current assets. The remaining intangible assets 
may be segregated as between those representing exclusive 
legal rights, the ultimate value of which cannot be deter- 
mined in advance and those representing capitalized probable 
future earning power. Special stress is placed on the 
necessity of recognizing this segregation in determining the 
accounting treatment to be accorded the assets in each 
section. In the case of patents, etc., where the legal dura- 
tion is definitely known, the original cost should be amortized 
over a period not in excess of the legal life. In the case of 
goodwill, organization expenses, etc., it is “not usually con- 
sidered contrary to sound accounting theory if they are 
allowed to remain in the accounts at their original costs, nor 
does there seem to be much objection if they are omitted 
entirely.” 
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Contingent liabilities are classed as liabilities which may 
or may not materialize into actual liabilities at some future 
date. In referring to the accounting treatment which should 
be accorded the item of contingent liabilities a reference is 
made to the incorrect application of the term to both actual 
liabilities and equity reserves. 


(5) Terminology—<Asset 

James L. Dohr in an article, “What is an Asset?” pub- 
lished in the March 1942 issue of The Journal of Accountancy 
(New York), presents a reply to an article by William H. 
Whitney published in the October 1940 issue of that Journal 
on “What is a Balance Sheet?” 

Mr. Dohr limits his discussion specifically to points of 
variance arising on the question of assets. The first step 
taken includes a detailed outline of the charges made by Mr. 
Whitney in his article which covers the suggestion that ac- 
countants in developing balance sheets “do not attempt to 
include all of the assets” and that they list items in the bal- 
ance sheet as assets “that have no present or future realiz- 
able value.” 

In dealing with the charges the answer to the basic prob- 
lem of what is an asset is first developed. ‘For balance sheet 
purposes, then, an asset may be defined as (a) a favourable 
factor in financial position which is susceptible of satisfac- 
tory valuation, i.e., expression in terms of money, or (b) 
a favourable factor in financial position which is not sus- 
ceptible of such a valuation and to which attention may be 
directed only in general terms, i.e., by footnote or comment.” 

The definition developed is applied to the charges of 
“omission” and “improper inclusions” raised by Mr. Whit- 
ney. On the question of omissions the conclusion is drawn 
that “the balance sheet may not be presented without a 
notation as to the items to which he refers, but owing to 
the difficulties of valuation, it is not advisable, necessary, 
or even possible in some cases, that such items be valued 
and included among the assets as such.” In the case of im- 
proper inclusions, “the test is simply whether the enterprise 
in question has economic capital invested which can be re- 
covered in the conduct of the business. If it is so recover- 
able it is an asset and is properly shown as such; if it is 
not the item should be excluded.” 
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In setting out his conclusion the significance of the bal- 
ance sheet concept as a connecting link between operating 
statements is indicated particularly in showing how the 
proprietary capital has increased or decreased which Mr. 
Dohr claims is the essential purpose of the balance sheet. 
The balance sheet is not prepared to show the “present 
worth” of the enterprise. 


(6) Depreciation—Repairs and Replacements 

Carl Devine in an article, “Depreciation Policy: Repairs 
and Replacements” published in the December 1941 issue 
of The Accounting Review (Chicago), points out that the use 
of “physical or productivity tests in deciding whether an 
item should be taken to operations upon incurrence in dis- 
regard for the nature of the depreciation charge seems to 
be without defense” and indicates alternative accounting 
procedures which are considered defensible. 

Two alternative accounting procedures are discussed in 
detail. If in the fixing of the depreciation rate the compon- 
ent elements are sorted as between those which are to be 
included in the determination and those which are not to be 
included then the components omitted on replacement should 
be treated as repairs whereas the ones included on replace- 
ment will be handled by the retirement—replacement meth- 
od. If the original cost is not assigned to the various 
elements then all replacements short of the replacement of 
the entire unit would be considered as repairs and would be 
allocated to operations over the various periods by the use 
of an equalization reserve. 

The questions of charging replacements to the reserve 
for depreciation account and the absorption of profits and 
losses on disposal of capital equipment into operations are 
both considered together with the basic assumptions in each 
case underlying such treatment. 


BOOK REVIEW 


Year Book of the National Association of Cost Accountants 
(885 Madison Avenue, New York City, 1941, cloth, 414 
pages). 

The year book 1941 published by The National Associa- 
tion of Cost Accountants covers the proceedings of the 
twenty-second international cost conference held in New 
York in June 1941. 
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Although the conference covered a variety of current 
industrial accounting problems the major portion was de- 
voted to the question of the present defense program and 
the related industrial problems in the field of cost account- 
ing. 

The conference proper was opened by a paper presented 
by Mark S. Massel on “Accounting under the Defense Pro- 
gram” in which special stress was placed upon the key 
position of the cost accountant and the problems now facing 
him. “In the development of a program of acceleration 
be the cost accountant’s contribution can focus upon 
advising the businessman and government on methods for 
reducing risks, lowering costs and increasing efficiency .. . 
his analysis . . . may be the keystone to the solution.” The 
second speaker in the first session outlined practical methods 
which might be used by cost accountants in equipping and 
organizing themselves to meet the many problems raised 
by Mr. Massel. 

The second session was confined to group discussion on 
specific subjects of cost reports, expense allowances under 
flexible budgets, variances from standard costs, internal 
audits, inventory control and investments in fixed assets. 
A short paper was read on each of the above, followed by 
a group discussion. 

The third session was devoted wholly to the definite 
problems of price control and accounting for defense con- 
tracts which have arisen out of the defense program. The 
paper on defense contracts gives a detailed outline of the 
various types of defense contracts and indicates specifically 
the problems which have been faced under each particular 
type of contract. 

The fourth session was similar in nature to the second 
session being confined to group discussions on specific prob- 
lems arising out of the papers presented in the third session. 
The specific problems considered dealt with allowable costs 
in government contracts, accelerated depreciation, amorti- 
zation of fixed investment and the application of overhead 
in periods of abnormal activity. 

The fifth session covered the specialized topic of account- 
ing problems and tax laws as applied to the existing con- 
ditions in the United States. In discussing the general 
question of the provision of funds to meet tax liabilities 
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the advice is given “all tax liabilities must be taken into 
consideration in formulating dividend policies, since a fail- 
ure to do so could result in financial embarrassment.” 
The closing session dealt with the question of inventory 
responsibility both from the standpoint of the public and 
industrial accountant. In discussing the item of inventories 
from the standpoint of the public accountant the statement 
is made, “Although the most important part of the public 
accountant’s work on inventories still relates to the book 
accounts it has been supplemented so that it is now a recog- 
nized standard of auditing procedure that he should 
wherever practicable and reasonable have some actual 
physical contact with the inventory in cases in which it 
is a material factor.” 

















ECONOMIC NOTES 


Editor’s Note: This is another in a series of notes on current 
economic subjects by Lawrence B. Jack, M.A., Montreal. 


The Rubber Problem 


7 recent investigation into the relationship between 
Standard Oil of New Jersey and I. G. Farbenindustrie, 
which is said to have resulted in withholding important 
patents from the American synthetic rubber industry, em- 
phasizes the problem posed by successful Japanese aggres- 
sion in Malaya and the Dutch East Indies. Some of the 
difficulties facing the United States in its efforts to develop 
sufficient ersatz rubber for essential armament, industrial 
and transport needs were discussed very briefly in this 
column last month. In the nature of things they cannot 
immediately be overcome, but since then it has been in- 
teresting to see that the Washington Administration has 
raised its sights to the extent of striving for an annual 
capacity of 700,000 tons to be in production by the end 
of 19438. The immediate questions of interest are: will 
even this be enough and why was the need not foreseen 
and something effective done about it earlier? 

As the Japanese progress toward India and Ceylon they 
threaten Britain’s last considerable source of supply, with 
the result that she may be forced to rely upon American 
synthetics in the near future. British producers and pro- 
cessors of natural rubber were able in the past to exert 
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enough pressure to block development even of substantial 
domestic rubber reclaiming capacity, to say nothing of a 
synthetic industry. Therefore she has been wholly de- 
pendent upon imports for her normal consumption of 100,000 
tons per year, which is reported to have increased 50% 
by 1941 in spite of civilian rationing. But perhaps the 
supply side of the problem can best be illustrated by tracing 
the sources of the 1,391,000,000 tons of rubber that were 
consumed or exported in 1941: 


540,000 Thailand 
Netherlands Indies. .537,000 Sarawak 
Ceylon 88,000 North Lorneo 
French Indo-China .. 64,000 Brazil, Liberia, etc... 65,000 


At a pinch Ceylon could very nearly supply British 
requirements, especially if producers there could be forced 
to dissipate their capital by tapping their trees beyond the 
bounds of safety. But if Ceylon is occupied, or even par- 
tialiy blockaded, the British supply situation will be serious 
in the extreme. Canadian consumption in 1941 is unknown, 
but imports of crude rubber in normal years were at least 
35,000 tons; therefore the 34,000 ton plant for synthetics 
at Sarnia will be none too capacious, even with strict ra- 
tioning for civilian use, if our war effort is to remain un- 
impeded. Another big question mark is prospective Amer- 
ican demand. In a normal peace year it ran about 600,000 
tons and there is small likelihood of military and other 
essential consumption being any less for the foreseeable 
future. Thus their building program will be none too large 
tor domestic needs; it is very hard to see, moreover, that 
it will suffice to supply any appreciable demand from other 
allied countries. 

Nor is it possible to expand natural Western Hemisphere 
production ot the natural product very rapidly. Rubber 
trees require seven years betore reaching maturity and they 
also suifer from ineradicable blights and pests in their 
native habitat, the Amazon Valley. Cultivation of the 
much-discussed guayule bush has a wide field of application 
in Central America and the south-western United States; 
it can also be cropped in one year, but if it is allowed to 
mature for two years the yield will be raised three and one- 
half times, and if for four years the yield will rise fourteen- 
fold. Therefore there will be scant immediate relief in 
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either of these directions, or, in spite of the popular press, 
in cultivating Russian dandelions with exotic names on the 
Canadian prairies. The only solution to the problem seems 
to be further expansion of plans for synthetic production, 
or even more drastic cuts in civilian uses of all kinds than 
have hitherto been contemplated. 

As to the question why the need for synthetic rubber 
production was not foreseen earlier and appropriate steps 
taken to hedge against loss of the natural product, no un- 
qualified answer can be given. Partly the muddle resulted 
from the “business as usual’ attitude that has been so hard 
to slough off. American authorities were reluctant to em- 
barrass the Dutch and British, friendly then and soon to 
be allies, by building a large synthetic industry, for both 
countries relied heavily upon rubber exports to supply them 
with much-needed United States dollars. On the other 
hand, the producers were reluctant to release enough rubber 
to build American stock-piles of any consequence for fear 
that their release would break the post-war price. Only 
strong pressure by the British government and a barter 
deal—American cotton for rubber—forced export quotas 
above the index number of 100, which represented profitable 
restriction of supply on a peacetime basis. Even this move 
came only in the last quarter of 1941! Again, Jesse Jones 
refused to buy rubber unless it could be had for 2214c per 
pound at a time when the controlled price was fairly steadily 
maintained at 25c. The upshot of all these influences was 
that the American Rubber Reserve Corporation had ashore 
or afloat only about one year’s normal consumption by the 
time that supplies were effectively sealed off. 

Even before this, however, a very few people had agi- 
tated for stand-by synthetic plants. In the fall of 1940 
Stettinuis had recommended building a capacity of 100,000 
tons, but his voice went unheard in the pre-election din. 
Early in 1941 his program was whittled down by the Presi- 
dent and Jones to about 25,000 tons, and by supplementing 
government assistance with their own funds four rubber 
companies raised that amount to 40,000 tons in all. But 
there was singularly little enthusiasm for the plan because 
of synthetic rubber’s relatively high cost. Unless it could 
be brought down to 10c per pound it would need tariff 
protection against the natural product, which returned com- 
fortable dividends at that price and a bonanza after the 
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wartime boost to 25c. Private industry simply could not 
afford to take the risk. With capital costs running to $1,000 
per ton, and production costs around 30c per pound, a really 
comprehensive synthetic industry must depend upon gov- 
ernment subsidies, as the Germans and Russians have 
abundantly proved in the 1930’s. 

It would seem, therefore, that blame for the current 
rubber shortage cannot be narrowed to an indictment of 
any one company, person or government. Almost everyone 
who dealt with the question was guilty of timidity, lack of 
foresight or an overwhelming urge to continue “business as 
usual.” Standard Oil of New Jersey’s business morality 
in withholding patents for synthetic production, as a result 
of prior contracts entered into with an enemy company, is 
another matter to be decided on its own merits; certainly 
it was not entirely at fault in this situation. Perhaps the 
blame should equitably be assessed against the complacency 
which democracies should have wholly abandoned after 
Dunkirk; at least it may be hoped that the present rubber 
shortage will be the last manifestation thereof. 


Montreal, 
17th April 1942. 


NATIONAL INCOME 
(Contributed) 


HE term “national income” has become almost a byword 

particularly in its application related to Canada’s 
present war effort. Percentages of the national income 
are used to indicate the present contribution of Canada to 
the war effort with the attached implication that war effort 
and sacrifice are somehow synonymous. 


Prior to the outbreak of war Canada had rather sub- 
stantial quantities of idle resources both in the form of 
labour and capital equipment. These idle resources were 
gradually absorbed into the war effort and represent the 
major portion of our real war effort up to the present time. 
Once the point of full employment of these resources has 
been reached any additional real war effort will come from 
a reduction in the average standard of living which up to 
the point of full employment of resources will not have 
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been greatly reduced and might even have been slightly 
raised. 


The term “national income” represents in reality an at- 
tempted measurement of the goods and services produced 
within a given area over a given period of time. If re- 
sources (labour and capital equipment) are idle they do 
not enter into the computation of the national income but 
as they cease to be idle and are used either directly or 
indirectly in the real war effort they then form part of the 
total figure computed as the national income. With this 
fact in mind it is evident that, at any time prior to the point 
of full employment of these resources, the percentage of 
national income quoted as representing our real war effort 
is not synonymous with real sacrifice. The following ex- 
ample will serve to indicate the point in question. 


National Income of Ruratania 


Period following the outbreak of 

war but before reaching the 

Period prior to point of full employment of 
outbreak of war revuurces 

% 


Goods and services pro- 
duced for consumption 
constituting the stand- 
ard of living 3,000 
Potential output of goods 
and services formerly 
idle now used for real 
war effort 1,900 38 


Total national income ... 3,000 5,000 100 


An examination of the above table shows that a state- 
ment to the effect that 38% of the national income is 
directed to a real war effort is quite correct but a further 
examination shows that the real sacrifice under such cir- 
cumstances has been negative in nature. This situation 
as mentioned previously applies specifically to a point of 
time prior to the situation of a full employment of resources. 

Once a full employment of resources has been reached 
an increased war effort is obtained as previously indicated 
from a decrease in the average standard of living. The 
increasing proportion of the national income devoted to real 
war effort under such conditions is indicative of a synon- 
ymous increase in real sacrifice in the standard of living. 
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THE REASON FOR THE RESTRICTED AUDIT 


A series of brief discussions on the work of the members 
of our profession, prepared by your Secretary-Treasurer, 
has been appearing at regular intervals in The Financial 
Post of Toronto. - The co-ordination of office functions, or 
the reason why a detailed audit of a company’s accounts 
in many instances is not necessary, was the most recent 
subject of the series. The discussion of this important 
topic had of necessity to be brief. Some of our members 
have suggested that it be published in THe CaNnapiAN CHAR- 
TERED ACCOUNTANT this month. It accordingly appears be- 
low. 

For the information of subscribers who want to become 
better informed on this subject we should like to add that 
the matter of examination of financial statements by pro- 
fessional accountants has for years been receiving a very 
considerable amount of study by committees of the Amer- 
ican Institute of Accountants. The results of their studies 
and researches have been published in a bulletin entitled 
‘Examination of Financial Statements. A copy is available at 
fifteen cents from the office of the Institute, 13 East 41st 
Street, New York City. 


The Co-Ordination of Office Functions 


A significant statement has been appearing in recent 
years in auditors’ reports to the shareholders of many of 
the larger corporations. In connection with their examina- 
tion of the Balance Sheet and the Statement of Profit and 
Loss, the auditors inform the shareholders somewhat as 
follows: “While we did not make a detailed audit of the 
transactions, we have reviewed the system of internal con- 
trol and the accounting procedures of the company and 
have examined or tested accounting records of the company 
and other evidence by methods and to the extent we deemed 
appropriate.” 

Why was a detailed audit not carried out? There is a 
reason. The great expansion of modern industry and the 
rise of huge corporations with their hundreds of thousands 
of transactions annually have made the detailed audit of 
former days altogether unfeasible and entirely too expen- 
sive. The audit program is now planned along scientific 
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lines; its features and scope are determined by the nature 
and the extent of the internal check and control in the 
company whose accounts are under examination. 

“Internal check and control” is the term in use in in- 
dustry to describe the measures or methods adopted by the 
management of a business with a view to safeguarding its 
cash and other assets and for the purpose of checking the 
clerical accuracy of its bookkeeping. Such safeguards are 
possible through the assignment of definite duties to the 
office staff and by the installation of mechanical devices. For 
instance, the clerk in charge of the payroll will not act also as 
paymaster; the cashier will not have as part of his duties 
the posting of customers’ accounts. 

It will be realized that this co-ordination of office func- 
tions and the extent to which all such safeguards can oper- 
ate will depend on the size of the company and the number 
of employees. The system best suited to an organization 
will be determined after consulting those familiar with the 
establishment and the working of such controls. Here is 
one capacity in which the chartered accountant of today 
is helping industry to function more effectively and econ- 


omically. 
—Austin H. Carr 


EXCESS PROFITS TAX 


_ Although it is too early to draw any concrete conclusions 
as to the results of the operation of the excess profits tax 
in Canada certain preliminary characteristics are worthy 
of note. 

An examination of the published income statements for 
fifty Canadian corporations with year-ends at 3lst Decem- 
ber covering the years 1936 to 1940 inclusive reveals the 
following facts (000’s omitted from the figures in all cases) : 


1936 1937 1938 1939 1940 
Revenue after deprecia- 
tion but before  in- 
ee $151,754 $199,133 $157,665 $181,593 $216,917 
income tAROS .....5.6%5 25,949 32,634 26,131 34,566 76,719 





Revenue «after deprecia- 
tion and income taxes $125,805 $166,499 $131,534 $147,027 $140,198 


The increase in revenue after depreciation but before 
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income taxes as between the years 1939 and 1940 coupled 
with a decrease in net revenue as between the same years 
indicates that the item of taxes has more than absorbed 
the increase in profits for the companies examined as be- 
tween the years 1939 and 1940. 

An examination of the operation of the excess profits 
tax under a given set of circumstances: will provide a pos- 
sible answer to the situation outlined above. The situation 
in regard to the year 1940 may arise whether the 75% rate 
or the 12% rate applies. The point may be illustrated by 
simple examples. 

Example 1—Assume that the standard profit (an aver- 
age) for the calendar years 1936 to 1939 inclusive amounts 
to $100 whereas the net taxable profit for 1939 amounts 
to $150 and for 1940 amounts to $250. Under the above 
conditions the increase in income and excess profits taxes 
would exceed the increase in profits as between 1939 and 
1940. 


Example 2—Assume that the 12% rate applies rather 
than the 75% rate set out in example 1 and that the net 
taxable profits for 1939 amounted to $200 and for 1940 


amounted to $210. Under the above conditions the addi- 
tional taxes will amount to $33, or $23 more than the in- 
crease in profits. 

It is difficult to say from the available published in- 
formation for the companies examined which of the above 
examples applies to the data presented. In all likelihood 
the results shown represent a combination of the two. As 
the average yearly profits after depreciation but before 
income taxes for the calendar years 1936 to 1939 inclusive 
is less than the comparable profit figure for 1939 the situa- 
tion or set of circumstances outlined in example 1 apply 
at least in part. 








NEW LEGISLATION RESPECTING TAXATION 


NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading in- 
dicates only in general terms the nature of recent legislation of the 
Provincial Governments respecting taxation. For the Text of the 
legislation, readers should refer to the respective Acts. A copy ofa 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of income tax legislation passed by the various provincial legisla- 
tures, and is keeping this information up to date by sending copies 
of amendments to such legislation as soon as these amendments are 
available for distribution. 


Dominion 


No amendments to the Income War Taz Act or to The Excess 
Profits Taz Act, 1940 have as yet been made at the 1942 session of 
Parliament. (20th April 1942) 


Alberta 


The Tax Collection Temporary Suspension Act—Under the pro- 
visions of this Act the Province of Alberta is suspending temporarily 
the levying and collection of certain taxes upon incomes and upon 
corporations pursuant to the terms of an agreement between the Prov- 
ince and the Government of the Dominion of Canada. The effect of 
this Act on the following tax acts of the Province is summarized here- 
under: 

The Income Tax Act 

This Act is suspended for the duration of the agreement between 
the Dominion and the Province and is not to apply to the levying 
or collection of income of the calendar year 1941 or any subsequent 
. year. In the case of any tax on income of a fiscal period of a 
taxpayer ending in 1941, such suspension does not prevent the Province 
from levying and collecting that proportion of the tax which the 
number of days of such fiscal period in the calendar year 1940 bears 
to the total number of days of such fiscal period. 


The Provincial treasurer is authorized to refund to taxpayers any 
income tax heretofore or hereafter collected on income of the calendar 
year 1941, or in the case of any fiscal period of a corporation ending 
within such calendar year 1941, that proportion of the total tax which 
is over and above a sum which bears the same proportion to the total 
tax as the number of days of such fiscal period in the calendar year 
1940 bears to the total number of days of such fiscal period. 

Except as provided in The Tax Collection Temporary Suspension 
Act and in the agreement The Income Tax Act is to remain in force 
and effect for all purposes. ; 


The Corporations Taxation Act 
The Corporations Temporary Additional Taxation Act 
The Banking Corporations Temporary Additional Taxation Act 
These Acts in so far as they relate to the levying and collection of 
taxes by the Province are suspended for the duration of the agree- 


333 








Th’] CANADIAN CHARTERED ACCOUNTANT 





ment provided that nothing in The Taz Collection Temporary Sus- 
pension Act is to prevent the Province from collecting corporations 
taxes other than incom. taxes which became due and payable on or 
before Ist September 1941. Section 4 of The Corporations Temporary 
Additional Taxation Act, which provides that all fees prescribed by 
The Companies Act, 1929, are to be increased by 10%, has not been 
suspended. The Provincial treesurer is authorized to refund to tax- 
payers any corporations taxes o.her than income tax which became 
due and payable after Ist September 1941 and have been paid. 

Except as provided in the agreement and in The Tax Collection 
Temporary Suspension. Act the Acts sxown above are to remain in 
force and effect for all purposes. 


British Columbia 


Dominion-Provincial Agreement Aci—Undei the terms of this Act 
the Statutes of the Province referred to in the ag-eement between the 
Dominion of Canada and the Province of British Columbia are, for 
the term of the agreement, but not longer, deemed to be amended, 
suspended or inoperative as the case may be, to the eatent necessary 
to give effect to the agreement. The effect of this Act as it applies to 
the following tax acts of the Province of British Columbia is sum- 
marized hereunder: 

Taxation Act 

Owners of coke ovens, coal mines and other mines paid inceme 
tax on profits in lieu of taxcs on outpu., if such income taxes were 
greater. Such taxpayers will continue to pay taxes on output bui 
will not pay income taxes on income earned or deemed to be earned 
after lst January 1941 so long as the agreement is in effect. 


Sections 78 to 85 of the act which deal with the taxation of banks 
and the taxation of telegraph companies and express companies are 
suspended. 

Subsection 1 of Section 90 of the Act under which railways are 
taxed on the assessed value of their tracks is suspended. 

Under the terms of the agreement the Province will not collect 
the corporations taxes other than income, which become due and pay- 
able after Ist September 1941, and will refund any such taxes which 
became due and payable after Ist September 1$41. and have been col- 
lected. 

Income Tax Act 

The Income Taz Act is suspended for the duration of the agree- 
ment. Under the terms of the agreement the Province is to collect 
imcome taxes on income of the calendar year 1940 and prior years, 
abnd any arrears thereof, but will not levy taxes on ineome of the 
calendar year 1941 and subsequent years during the term of the 
agreement. 

In the case of any tax on income of a fiscal period of a taxpayer 
ending .4 the calendar year 1941, the Province is to collect that pro- 
portion of the tax which the number of days of such fiscal period in 
the calendar year 1940 bears to the total number of days of such 
fiscal period. 

The Proviyce is to refund to taxpayers any income taxes collected 
on inevii:. of the ealendar year 1941 and if any fiscai period of a 
taxpayer ends within such calendar year the Province is to refund to 
taxpayers that proportion of the total tax which the number of days 
of such fiscal period in such calendar year bears to the total number 
of days of such fiscal period. 
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Manitoba 


The Taxation Suspension Act—This Act has been passed to im- 
plement an agreement between the Dominion of Canada and the 
Province of Manitoba whereby the Province agrees to forego tempor- 
arily its right to impose and collect certain taxes. The effect of this 
Act on the following taxation acts of the Province of Manitoba is 
summarized hereunder: 

The Income Taxation Act 

The taxes payable under Part I of The Income Tazation Act, i.e., 
the regular taxes on individuals and corporations are not to be assessed, 
levied or paid upon the income during any year subsequent to the 
year 1940 of any person or corporation until the suspension provided 
for in The Taxation Suspension Act is repealed. 

In the case of (a) a member of a partnership or the proprietors 
of a business whose fiscal year is other than the calendar year, or 
(b) a corporation the fiscal year of which does not coincide with the 
calendar year, a tax is to be payable upon income of the fiscal period 
or fiscal year ending in 1941 which shall be the proportion of the tax 
payable which the number of days of such fiscal period or fiscal year 
within the calendar year 1940 bears to the total number of days of 
such fiscal period or fiscal year. 

The tax on wages which was deducted by the employer under the 
provisions of Part II of The Income Tazation Act is suspended as of 
30th June 1941. Claims for refunds must be filed on or before 31st 
May 1942. The corresponding tax on income other than wages of 
persons other than corporations is to be computed and paid on one- 
half the value of the taxable income, other than wages, for 1941 and 
is not to be paid for any year subsequent to 1941 until the suspension 
of The Income Taxation Act is repealed. Reference should be made 
to The Taxation Suspension Act for particulars as to exempted income 
and the determination of the taxable proportion of the income of a 
person who is a member of a partnership or the proprietor of a business 
whose fiscal year is other than the calendar year. 

The Income Taxation Act is suspended except for the provision of 
The Taxation Suspension Act and except in so far as necessary to 
ersure the due collection of taxes payable under the two Acts. 


The Corporations Taxation Act 

Tits Act is suspended except in so far as is necessary in order 
to ensu!> the due collection of taxes imposed thereby which became 
ue and p2yable on or before ist September 1941. The taxes which 
became due and payable on or before 1st September 1941 are deemed 
to h> ve been imposed and paid for and in respect to the calendar year 
1949. 

Nova Scotia 

The Dominion ?rovincial Agreement Act—This Act authorized the 
Governor in Council ‘c¢ make, enter into and carry out an agreement 
between the Gevernment of the Dominion and the Government of the 
Province wheretsy the Province agrees to .suspend temporarily the 
levying and colleciion of cervain taxes. The effect of this Act on the 
following tax acts of the Prevince of Nova Scotia is summarized 
hergundcr: 

The Corporation: Tax Act, 1939 

With the exceptions of sub-sect'.ns 4 and 5 of Section 13 which 
relate to the tax on long distance te:ep>one messages, and Section 18 
which relaies to the tax on the earnings of a public utility in excess 
of 8% of its assets, this Act is suspended. Under the terms of the 
agreement the Province is to collect income taxes on income of the 
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calendar year 1940 and p*N\or years and any arrears thereof, but will 
not levy taxes on income WF the calendar year 1941 and subsequent 
years during the term of the'} agreement. 

In the case of any tax ¢ income of a fiscal period of a taxpayer 
ending in the calendar year ‘941, the Province is to collect that pro- 
portion of the tax which the “umber of days of such fiscal period in 
the calendar year 1940 bears Wo the total number of days of such 
fiscal period. 

The Province is to refund t 
fore or hereafter collected on inc 
any fiscal period of a taxpayer en 
Province is to refund to taxpayer 
which the number of days of such /« 
bears to the total number of days of 

The Province is to collect the cor; 
tax which became due and payable on 
and is to refund any corporations taxes 
which became due and payable after 1s‘ 


The Domestic, Dominion and For‘ 

For the term of the agreement the fees 

panies are to be reduced to a maximum of $ 

of each company and the fees charged to otx. 

sum not exceeding a maximum of $25 per 2 
company. 






































taxpayers any income taxes hereto- 
e of the calendar year 1941, or if 
s within such calendar year the 
that proportion of the total tax 
cal period in such calendar year 
ch fiscal period. 

ration taxes other than income 
or before ist September 1941 
heretefore or hereafter paid 
September 1941. 


n Corporations Act 
\charged to insurance com- 
50 per anaum in the case 
companies to a nominal 
num in the case of each 


Ontario " 
The Corporations and Income Tazes Suspe 
Act gives legislative vatification to the agi 
Dominion of Cansda and the Province of © 
Province agrees to suspend the levying of incon 
corporation taxes during the continuation of the »» 
a certain readjustment period thereafter. The effet 
applies to the following tax acts of the Province o! 
marized hereunder: 


The Corporations Tax Act, 1939 

The taxes on income of corporations imposed by 5 
15 of The Corporations Tax Act, 1939 are not to be levitsg on income 
of the e2lendar year 1941 and of any subsequent year 
including ibe calendar year during which the agreemen: 
pension of tares is terminated. In the case of & corpor)¥ion whose 
fiscal year does not coincide with the calendar year but e  \\g jn 1941, 
the amount of the tax is to be reduced in that proportion the -s which 
the number of days ef such fiscal year which are in the cale ar year 
1941 bears te the tota: number of days of such fiscal year. Corres- 
pondingly in the year in which the agreement is terminatec 
is to be reduced in the proportion of the number of days in 
prior to the year of termina:‘on to the number of days in the 
year. Taxes which have been coliected on income earned in 1% 
to be refunded without interest. 

As explained above that portior of the income for the fisca. 
ending in 1941 dee. 2 to have been errned in the calendar year 
is taxable, but with this exception: no ‘axes on capital or places 
business nor any other taxes imposed by "he Corporations Taz A 
1939 and amendments, which become due aud payable after Ist § 
tember 1941 and on or before 1st September oi the calendar year 
which the agreement is terminated are to be levies. Any such taxe 
which have been collected are to be refunded without interest \ 
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Uniess notice or demand in writing is received companies whose 
fiscal year ends after 30th December 1941 and before 1st January of the 
year of termination of the agreement, are not required to deliver 
to the Treasurer a return for any fiscal year which ends between 
such dates. 

The fiscal years of ail companies are deemed to end on the same 
date in 1941 and in the year of termination of the agreement as 
such fiscal years ended in 1940. Every company incorporated after 
lat January 1940 shall be deemed to have ended its first fiscal year 
ending “= or after lst January of the year of termination of the agree- 
ment on the day of such year exactly twelve months or a multiple of 
twelve months following the day on which it was incorporated. 


The Income Tax Act 
No tax is to be levied and without notice in writing no returns 
are to be filed under The Income Taz Act (Ontario) and amendments, 
on persona! income of the calendar year 1941 and any subsequent year 
wp to but not including the calendar year in which the agreement is 
verminated. Any such taxes that may have been collected are to be 
refunded without interest. 
The Assessment Act 
The tax on income of corporations not liable to business assess- 
ment or on income of corporations not derived from the business 
on which business assessment is levied is not to be levied by any 
municipality in the year 1944 or in the calendar year in which the 
agreement is terminated or im any intervening year. Corporatioz 4, 
however, are not relieved of the liability to furnish informatica or 
to make returns if such are required by the assessor. 


Saskatchewan 
The Taxation Agreement Act, 1242—This Act authorizes the Gov- 
ernment of Saskatchewan to enter into an agreement with the Govern- 
ment of Canada whereby the levying of certain taxes upon incomes 
and upon corporations by Saskaichewan is to be suspended for the 
duration of the agreement. The effect of the Act on the following 
tax acts of the Province of Saskatchewan is suinmarizd hereunder: 


The Corporations Taxation Act 

This Act is suspended except in so fav as there are unpaid arrears 
of taxes. Under the terms cf the agreement the Province is to collect 
the corporations taxes whicn becam* du? and payable on or before 
1st September 1941 and is to refung any taxes collected which became 
due and payable after lst Septemoer 194i. 

The Income Tax Act 

This Act is also suspended except in so far as there are unpaid 
arrears of taxes. Under the terms of the agreement the Province is 
not to collect income taxes on income of the caiendar year 1941 anu 
subsequent years durin, the term of the agreement. If the fiscal year 
of the taxpayer does uot coincide with the calendar year, the Province 
is to collect that yroportion of the tax on the income of the fiscal 
period ending in 1941 which the number of days of such fiscal period 
in the calendar year 1940 bears to the toial number ef days of such 
fiscal period. 

The pr-vince is to refund to taxpayers any income taxes hereto- 
fore or }ereafter collected on income of the calendar year 1941, or 
if any .iscal period of the taxpayer ends within such calendar year 
the Frovince is to refund to taxpayers that proportion of the total 
tax which the number of days in such fiscal pericd in such calendar 
yar bears to the totai number of days of such fiscal period. 
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GENERAL NOTES 


The Profession and the War 


The following members of The Institute of Chartered 
Accountants of Manitoba are on active military service in 
England: William M. Carlyle, who has been promoted to 
the rank of Major, and Stanley B. Laing, Lieutenant, both 
in the 38th Light A.A. Battery; W. Raymond Dunwell, Cap- 
tain, 60th Field Battery; A. H. Fisher, Captain, Royal 
Winnipeg Rifles; John D. Morison, 14th Canadian Field 
Regiment ; Desmond O’Brien, Flight Lievtenant, Royal Can- 
adian Air Force; Eric W. Thomas, Lieutenant, 7th Army 
Field Force; Everett Williamson, Royal Canadian Medical 
Corps. 

Arthur John Benning Monk, Air Observer, has been 
reported “missing” since the night of 11th December, when 
the plane, in which he was air observer, was seen to crash 
into the sea off Worthing on its return from bombing opera- 
tions over Germany. 

At page 125 of our February issue reference was made 
t»o means whereby those in internment camps in Germany 
could carry on studies in particular subjects. The Ontario 
Institute informs us that through the International Red 
Cross and Legion Educational Services, Sergeant-Pilot 
George S. Edwards and LAC. Warren, both of the R.C.A.F., 
have been furnished with lesson material and text books. 
it is understood that the Institute of Charterec Accountants 
in Englana and Wales has in contemplation arrangements 
which will permit those of its students similarly situated to 
write its Fina] examination. In this connection advice was 
recently received from Sergeant-Pilot Edwards, who is a 
Final student of the Ontario Institute, that he was planning 
to take advantage of such an arrangement and had already 
submiited an application fer examination to the English 
Institute. It may be added that Edwards, as well as con- 
tinuing his studies, is assisting fellow-prisoners in the study 
of accounting subjects. 

Lieutenant George F. Duncan, R.C.N.V.R., serving with 
the Royal Nzevy, has been mentioned in despatches “for 
leadership, cooiness, and skil: in action against the enemy.” 
He is in command of a motor gun-boat operating off the 
Dutch, Belgian and French coasts, and is also gunnery- 
officer of his flotilla, 
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ieutenant Duncan is a graduate in Commerce (B.Com.} 





“ -“\cGiil University, a member of the Society of Chartered 
nat ntants of tne Province of Quebec, and a nephew of 





: _ ‘sor and Mrs. R. R. Thompson, Montreal. Before join- 
ing th <\ navy he was with Messrs. Riddell, Stead, Graham & 
Hutch--\)y, Montreal. 

Accc: \ 
A. Ernes 
of Charte 
been prom 
the newly f 
Army. 


Ying to a recent press announcement, Lieut.-Coionel 
\ Walford, M.M., E.D., a member of the Society 
*d Accountants of the Province of Quebec, has 
‘ed to the rank of Brigadier and appointed to 
‘med Headquarters Staff of the First Canadian 


Brigadier 


"alford saw active service in France during 
the last Great 


‘ar. In November 1937 he was named O.C. 
of the 2nd Mo'\+ea] Regiment with the rank of Lieut.- 
Colonel. When © 4+ broke out in September 1939 he was 
given a staff app \ntment and went overseas iu December 


of that year as Dew. Assistant Adjutant General of th 
First Canadian Div. al ee ee ae ee 


The P: 


‘ oe the on ongress on Accounting was heid 
” Marc 1936 bre a. > ‘ored by three bodies of account- 
ants in Australia—The lm itute of Chartered Accountants 


in Australia, the Cormvi ; 
, ; ‘alth Institute of Accountants, 
and the Federal Instivute 6 -\ ocountants. 


The report of the coun: of the Federal Institute of 
Accountauis for the year ens. 31st December 1941 has 
just been received. ‘ihe insti ‘e, which was incorporated 
= 1894 and consists of gpa te divisions of New South 
Wales, Queensland, South Aus te Tasmania, Victoria and 
West Australia, has a membershi of 6,079. 

With the menaces of war so a 
following extract from the report rt 3 , 
of the responsibility felt by tie Ce. 
“At its last meeting the Counci! had 
which the Institute should adopt curing 
lay between a general curtailment of act 
ture or a continuance and, where possili 
activities, particularly those of an educats 


4 


‘ession in Auctrslia 


icates some measure 
‘il during wartime: 
decide the policy 
2 war. The choice 
ies and expendi- 
an increase of 

' and develop- 
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mental nature. Without hesitation the latter policy was 
adopted since it was felt that during the war and after, 
when the stupendous task of repatriation has to be fzxced, 
our profession is destined to play an important part. Cur 
students are urged to avail themselves of the opportunities 
the Institute is providing for examinations in all States, 
in camps or on service in Australia or overseas. It is their 
duty to qualify as quickly as possible so that they may 
usefully and efficiently serve their country.” 

The following extract from the report of one of the 
State divisions on the subject of “Professional Conduct” is 
of interest: “During its last meeting the Council was called 
upon to hear a case against a member of a breach of by- 
law 13. The member concerned had made application for 
appointment as Auditor to a Company without first com- 
plying with the provisions of the by-law. He was found 
guilty of a breach of professional conduct within the mean- 
ing of the by-law and was dealt with by the Council. A 
certain procedure is laid down in the by-laws which must, 
in all cases, be carefully followed.” 


Index Figures of Living Costs 


According to the Dominion Bureau of Statistics, the 
cost-of-living index increased from 115.7 on 2nd February 
to 115.9 on 2nd March. This index has risen 15.0 per cent 
between August 1939 and March 1942. (Previous reference 
—page 269 of April issue). 


Exchequer Court Sittings 


General sittings of The Exchequer Court of Canada for 
the trial of cases, etc., will be held at the following times 
and places, provided that some case or matter is entered 
for trial or set down for hearing at the office of the Regis- 
trar of the Court at Ottawa on or before 23rd May 1942: 

At the court house, Saint John, New Brunswick, com- 
mencing on Wednesday, 3rd June 1942, at 10.30 a.m. (city 
time). 

At the court house, Charlottetown, Prince Edward Island, 
commencing on Wednesday, 10th June 1942, at 10.30 a.m. 
(city time). 
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At the court house, Sydney, Nova Scotia, commencing 
on Wednesday, 17th June 1942, at 10.30 am. (city time). 


At the court house, Halifax, Nova Scotia, commencing 
on Monday, 22nd June 1942, at 10.30 a.m. (city time). 


Audit of Brokers’ Acccunts 
(Ontario) 


Section 24 of The Securiiies Act of Ontario provided that 
the business and affairs of a person or company, either a 
member of or represented upon any stock exchange, shall 
be audited twice in each year. This section of the Act was 
amended at the recent session of the Legislature of that 
province to provide that one audit shall take place in each 
year and in addition thereto such persons or companies are 
required to file a statement or questionnaire not earlier than 
Zour months and not later than nine months from the date 
of the fixed audit. Following is the text of the amendment. 


°4—(1) Every brokers’ auditor shall in each year audit the assets 
and liabilities as at a permanent date in each year fixed by 
the executive committee and prepare a balance sheet showing 
the position at such date of the business and affairs of each 
Person or company allotted to him, and shall also make such 
further audit and prepare such further statements and make 
suc.. further reports as the exchange auditor may deem ad- 
visaiie or as the executive committee may direct, and no 
warnig or aotice shail in any way be given of any audit other 
than th:t of the permanent date. 


(2) Notwith:,anding anything contained in subsection i every 
person or company being a member of or represcuted upon 
any stock «xchange shall furnish to the exchanse auditor on 
two separate dates in each year fixed by the executive com- 
mittee a comleted statement in the form approved by tie 
Commission; provided that the first statement shall be furn- 
ished on a date ot earlier than four meaths from the perman- 
ent date in eacl year mentioned in subsection 1, and the 
second statement s*.ail be furnished not later than nine months 
from the said permanent date. 


(3) Any person or company being a member -f or represented 
upon any stock excha»ge who violates any o the provisions 
of, or who furnishes avy false information in ¢he statement 
required by subsection 2, shall be guilty of an of!ence against 
this Act and in addition to any penalty which may *e imposed, 
registration of such person cr company may be susp»ended or 
cancelled by the Commission 
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Table of Exchange Rates 


(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
8ist March 15th April 


1942 1942 

Se E 6bbns ohn eecwows 10-11% P. 10-11% P. 
iat iia wae eas 443-447 443-447 
Australian Pounds .......... 35814 35814 
New Zealand Pounds ........ 360 360 
South African Pounds ....... 443 443 
British West Indian—Dollars . 9270 9270 
India—Rupees .............. 3358 3358 
Hong Kong—Dollars ‘usovis 2781 2781 
Straits Settlements— (custodian 

a rate) 5226 5226 
Sweden—Kronor ............ 2637 2637 
Switzerland—Francs ......... 2569 2569 


Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 


War Corporations 


The introduction of rationing into a national economy 
brings with it as a concomitant the rise of the “war corpora- 
tion.” This organization represents a factual monopoly over 
buying and selling through which an equalization of distri- 
bution, freight and other costs may be made in such a 
manner that uniform prices may be generally prescribed 
on a nation-wide scale. They represent one of the most 
highly developed forms of a war economy business. 


Excess Profits Tax 


The degree to which profits arising directly out of con- 
tracts for munitions, war supplies, etc., have been eliminated 
in Great Britain through the operation of the excess profits 
tax is revealed by The Economist (London) of 14th March 
1942. A statement of industrial profits covering 2041 com- 
panies shows that net profits after debenture interest 
dropped from £198.6 millions in 1940 to £175.6 millions in 
1941, 
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Principles of Consolidation 


Release No. 32 of the Accounting Series issued by the 
Securities and Exchange Commission (U.S.A.) on 10th 
March 1942 states that if in presenting a consolidated bal- 
ance sheet a subsidiary, which has been consolidated in prior 
years, is omitted from a consolidated balance sheet and is 
in that year set up merely as an investment the accountant 
must indicate in his certificate that generally accepted ac- 
counting principles and practices have not been applied on 
a basis consistent with that of the preceding year. The 
basis for the above statement is on the grounds that the 
exclusion constitutes a change in the principles of consolida- 
tion followed. 


Employment in Canada 


According to the Dominion Bureau of Statistics, indus- 
trial employment in Canada in the first twenty-seven 
months of the war has shown almost continuous expansion 
on a scale unparalleled in any earlier period. From the 
outbreak of hostilities to December last, the index rose by 
41 per cent. A gain of this magnitude is emphasized by 
comparison with that of 14.5 per cent in the five years 
ended in 1939, while in the period of 1921-1939 the general 
index rose by about 28 per cent. Expansion in the durable 
goods industries has been of particular significance. From 
100.4 at the beginning of the conflict, the index number in 
this class has risen to 212.1 at the latest date, a gain of 
111 per cent. The number of persons employed in this 
category constituted 51 per cent of those reporting for 
manufacturing on Ist December 1941, a proportion sub- 
stantially in excess of that of 40 per cent engaged in the 
durable goods industries on Ist September 1939. 


Banks in Transition 


The suggestion is made in The Economist (London) of 
14th February 1942 that commerial banks no longer fill the 
role of providers of working capital for industry but have 
rather reverted to the providers of long-term funds for 
governments. This situation has developed as a result of 
the gradual increase in the “cash holdings” of the economy. 
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Peerage Bestowed on London Accountant 

According to The Accountant (London), Charles Latham, 
a member since 1918 of one of the Accounting Associations 
in Great Britain and leader of the London County Council 
since 1940, has recently been raised to the peerage with the 
dignity of a Barony of the United Kingdom. Mr. Latham 
is a member of the Labour Party and the peerage in this 
case is one of four conferred upon prominent members of 
that group as a special measure of State policy to strengthen 
the Party in the House of Lords. 


Target Price—Defence Contracts 


Cost accountants of the Munitions and Supply Depart- 
ment estimate the cost of raw materials and labour re- 
quired to produce a given article. This cost forms the basis 
for the negotiated “target price’”—a price to aim at. The 
contractor is allowed a 5 per cent profit plus a bonus of 
25 per.cent of the saving if he produces the article for a 
cost below the target price. The target price is revised if 
the manufacturer’s actual costs result in profits which are 
considered by the Department to be unreasonable. 


Accounting Systems—War Effort 


The introduction of the cheque system and the scrap- 
ping of the former cash system in the payment of civil 
employees at the Boston Navy Yard has resulted in an 
estimated saving of approximately 10,000 productive man 
hours—an estimated weekly saving of thirty minutes per 
man. 


Inflation 


M. S. Eccles, chairman of the board of governors of the 
Federal Reserve System of the United States, in an article 
“How shall we pay for the War?” states, “To the extent 
that the public fails to divert a sufficient amount of current 
income into the purchase of government securities the gov- 
ernment will be obliged to borrow from the banking system. 
This process creates additional funds and since it adds noth- 
ing to the supply of goods it makes for inflation.” 
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Dollar Dilemma 


The amendment of the Neutrality Act has reopened the 
United States markets for loans to belligerents and thus 
Canada is no longer in such desperate need of United States 
dollar exchange. 


The suggestion has been made that industrial concerns 
benefitting directly from the exchange differential arising 
from war conditions should now relinquish premium ex- 
change revenue arising from exports to the United States. 
The adoption of this policy would affect primarily the pulp 
and paper industry in Canada. According to the Dominion 
Bureau of Statistics, in the month of January 1942, out of 
total exports of $56 millions approximately $25 millions 
represented wood, wood products and paper. 


LEGAL DECISIONS 


[Epitor’s Note:—The following are brief summaries of recent 
decisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. In 
each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the. 
decisions given may not in every case be final.] 


Taxes—Expenses of refunding bond—Net income increased 
(Montreal Inght, Heat & Power Consolidated v. Minister of 
National Revenue) 

‘Montreal Coke & Manufacturing Co. v. Minister of National 
Revenue) 


Supreme Court of Canada 

A company replaced an outstanding long term bond issue 
by a new lc, ‘erm issue at a lower rate of interest, thereby 
lowering its .xed capital charges and increasing its net 
income. It sought to amortize the cost of the operation 
over the life of the new bonds and claimed as a deduction 
for the tax year in which the replacement was effected the 
amortized amount for that year. 

Held, it was not entitled to the deduction. The expenses 
incurred in the refunding operation were of a capital, not 
of an income, nature (Rinfret and Taschereau JJ. contra). 
—[1942] 1 D.L.R. 598. 
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Taxes—Severance of mineral and surface rights—Assess- 
ment of mineral rights 


(Cavana et al v. Tisdale Tp. et al) 
Ontario Court of Appeal 


In view of the exemption of mineral rights from assess- 
ment by s. 39(4) of the Assessment Act, R.S.O. 1937, c. 272 
and the provision of s. 39 (10) that the mineral rights and 
surface rights shall constitute separate estates after sever- 
ance, the mineral rights cannot be validly assessed after 
such a severance, and consequently there can then be no 
arrears of taxes in respect of such mineral rights upon 
which a tax sale of such rights may be founded.—[1942] 1 
D.L.R. 465. 


PROVINCIAL NEWS 


SASKATCHEWAN 

REGINA 

The Regina Chartered Accountants held their regular 
monthly meeting on Thursday, 26th March 1942. The guest 
speaker of the evening was Mr. E. Gerrand, the newly ap- 
pointed Inspector of Income Tax at Regina. 

Mr. Gerrand gave a timely talk of particular interest to 
chartered accountants. 


PERSONAL 


Philip Archibald Gibbs, member of the Institute of 
Chartered Accountants of British Columbia, announces that 
he has commenced to practise his profession as a chartered 
accountant at 212 Union Building, 612 View Street, Victoria, 
British Columbia. 








OBITUARIES 


OBITUARIES 





The Late James Frederick Cunningham 

The Institute of Chartered Accountants of On- 
tario regrets to announce the death of Lieut.-Colonel 
James Frederick Cunningham at Ottawa on 26th 
March 1942 in his 88rd year, 

Mr. Cunningham’s training for the profession 
took place in Montreal. Returning in 1896 to Ot- 
tawa, where he was born and educated, he organized 
the public accounting firm of Cunningham & Co., 
with which he continued to be associated up to the 
time of his death. He was one of the incorporators 
in 1902 of The Dominion Association of Chartered 
Accountants, and in 1910 was elected to membership 
in the Ontario Institute. 

Commissioned as a Lieutenant in the Governor- 
General’s Foot Guards in 1898, he was promoted 
through successive stages to the command of the 
unit in 1918, remaining as officer commanding until 
December 1920. 

Two daughters, one son, and a brother are the 
survivors to whom the Institute extends sincere sym- 
pathy in their bereavement. 


The Late Sydney B. Hodgins 

The Society of Chartered Accountants of the 
Province of Quebec reports with deep regret the 
death of Sydney B. Hodgins at the age of twenty- 
nine. A native of Shawville, P.Q., Mr. Hodgins 
graduated from the School of Commerce of McGill 
University seven years ago. He served his appren- 
ticeship with Mr. H. de T. Greetham, and after 
passing the Final examination was admitted to mem- 
bership in the Society in June 1937. 

Soon after the outbreak of war Mr. Hodgins 
joined the Foreign Exchange Control Board in Mont- 
real and in December 1939. was transferred to 
Ottawa and appointed Senior Examiner for permit 
holders in the merchandising section. 

To his family the members of the Society extend 
their sincere sympathy. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


The question as to what disposition should be made of 
the cash representing depreciation charged to date is one 
of the most difficult with which management is confronted. 
There is no universal answer to the question because the 
appropriate action will depend on the age of the individual 
concern (whether young or stabilized) the condition of the 
industry (whether progressing or declining), the stage in 
the business cycle, and other factors. One thing is reason- 
ably certain—this cash is not generally required, at the 
moment it becomes available, for the replacement of the 
asset whose depreciation it represents. It must therefore 
either be invested in gilt-edged securities so as to ensure its 
continued availability while making some contribution to 
net income, or it must be sunk in the purchase of other 
fixed assets which may be either replacements or additions, 
or it must be used to repay outstanding capital (preferably 
loan capital as distinct from owned capital). If the cash 
is set aside by investment in gilt-edged securities the return 
on a portion of the total assets will be much lower than the 
return appropriate to the risk of investment in the industry 
and the average return on the total investment will be de- 
pressed; while if it is sunk in the purchase of other fixed 
assets there is no assurance that funds will be available 
for the replacement of the depreciated asset at the time the 
replacement becomes necessary. In many circumstances the 
third type of disposition would be the best one to employ. 
Fixed interest-bearing capital or preferred share capital 
might be redeemed with the intention that when funds were 
needed for new fixed asset outlays they would be secured 
by the issue of new securities of less burdensome type, pre- 
ferably common stock. 

It is to be feared that in some cases management ap- 
proaches the question of the disposition of excess cash re- 
sources without any very clear understanding of the source 
of these resources and hence of the alternate uses to which 
they may properly be put. It is in this sort of case that the 
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accountant can make a great contribution by preparing 
statements of sources and application of funds and educat- 
ing his management to the use which can and should be 
made of these statements. There can never be any complete 
assurance that a policy adopted will be the right one but 
at least the chances of its being the right one are improved 
if it is adopted with full knowledge of all the factors and 
implications. 
* * * 

There are two alternative methods of treating bad debts 
when a reserve for bad and doubtful accounts has been 
created. One is to write off the accounts (as they prove 
uncollectible) to the reserve account and the other is to 
write off these accounts directly to the bad debts expense 
account. At the end of the accounting period the reserve is 
adjusted, by charge to the expense account, in accordance 
with the estimated requirements at that time. By either 
method the total debit to the expense account, and hence to 
the operating statement, is the same. We wonder which 
of the two methods finds more favour with our readers? 

* a x 


STUDENTS’ ASSOCIATION NOTES 

ONTARIO 

At the time of going to press word has been received to 
the effect that Flight Lieut. Stuart Hepburn is missing after 
air operations. It is hoped that later information will dis- 
close that he was able to make a safe landing. Stuart passed 
the Final Examination of the Ontario Institute in December 
1940, while on active service. 


QUEBEC 


The Late M. L. Usher 

It is with deep regret that the Society of Chartered Ac- 
countants of the Province of Quebec reports the death of 
another of its most promising students, Sergeant M. L. 
Usher, who was killed in action on 3lst March in an air 
offensive over Germany. 

A graduate of Westmount High School, Sergeant Usher 
was 25 years of age and was in the last year of his ac- 
counting studies, having passed most of his examinations 
with first class honours. At the outbreak of war he joined 
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the McGill C.O.T.C. and enlisted in the spring of 1940 while 
in the employ of Richter, Usher & Co., chartered account- 
ants, and was called for active service in June of that year. 

He trained at No. 1 Wireless School, Montreal, and later 
at Fingal, Ontario, where he received his wings in Decem- 
ber 1940. He arrived in England in February 1941 and 
had been serving as a wireless air gunner in a Halifax 
bomber. Sergeant Usher participated in many raids over 
enemy territory and just recently was mentioned as taking 
part in a raid over Cologne. He, with other members of 
his squadron, was presented to Their Majesties, the King 
and Queen, just a short while ago when they visited his 
bomber station. 

To his family, the members and students extend their 
sincere sympathy. 


PROBLEMS AND SOLUTIONS 


EXAMINATIONS OF THE PROVINCIAL INSTITUTES 
OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


INTERMEDIATE EXAMINATION, DECEMBER 1941 
Accounting I, Question 1 (15 marks) 
Prepare a statement of Source and Application of Funds and 
Changes in Working Capital from the following statement of assets 
_ liabilities of A. B. Trading Co. Limited at 30th June 1940 and 





30th June 
1940 1941 
Assets: 
Bank account—Current ................. $ 8,864 $ 8,327 
ADCOUUNS WHCEIVEDIE «2.05 bose e sds cciicwes 30,384 34,275 
SEINE er Soir sige Gs cigia ei aces Bose am 52,292 52,487 
PREM OEG ois ck Sacco wee aenhenes bared 7,846 12,045 
STE UNIS eso yc ice ieee eles Rie wide re 852 902 
$100,238 $108,036 
Liabilities: 
PAOTIEIES BUR GINO is sds iene son's ass sere $ 14,806 $ 12,375 
Provision for income and excess profits 
ROME ic ig Sig ue ois ates eles > Biss Wied a ail obi 754 3,407 
Reserves: 


Se NEMIMUEL Nich ip ip Sinise toys wise sao 2,106 3,403 
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BR soe ce eee ks ees 2,300 2,800 
I a cara oie a 354 es beaks eeas 2,000 2,500 
Preferred share capital ................. 30,000 30,000 
Common share capital .........6.00ce000 40,000 45,000 
BURNIN Gaia oote nasi ais bwin fais eles elesisrcte eb icctbians 8,272 8,551 


$100,238 $108,036 


An analysis of the surplus account for the financial year ended 
80th June 1941 follows: 


Shun Gute: 2Gt0 By WAAC a oc.k ose 6.07 o:8 ceive $ 8,272 
380th June 1941 Net profit for the year .......... 5,129 
To Dividends—Preferred . $ 1,800 
—Common... 2,550 
Transfer to general reserve 500 
Balance carried forward . 8,551 


$13,401 $13,401 


You also find that the actual outlay for fixed assets during the period 
amounted to $4,499, the sum of $300 being an adjustment transfer 
from the depreciation reserve account. 


SOLUTION 
A. B. TRADING CO. LIMITED 
STATEMENT OF SOURCE AND APPLICATION OF FUNDS 
For the Year Ended 30th June 1941 


Source of Funds: 
Profit for the year ended 30th June 1941 ...... $5,129 
Add non-cash charges in Profit and Loss Account: 
Depreciation of fixed assets ................ 1,597 





Total available from earnings ................. $ 6,726 
RNIN INS RIONNOD 50 fois as Wein sa id sa Wisin'e iw acini’. 5,000 





Total of new funds from all sources .......... $11,726 
Application of Funds: 
PUNOG BGCLS PUTCHNNOO 055565 6.8 6ieie sews B66 cs ers $4,499 


Dividends—Preferred shares .......... $1,800 
Common shares ........... 2,550 4,350 8,849 











Increase in Working Capital for the year ended 30th 
June 1941, as per statement of Changes in 
WOPKITNID COPIGEL DEIGW ois o.i5c0d 66s tices oees $ 2,877 





STATEMENT OF CHANGES IN WORKING CAPITAL 
For the Year Ended 30th June 1941 


Working Capital Increases: 





INS NIN 5. 5:5 dig 0x Sid sine a Ke oS wie wine i644 $3,391 
SIE sig r5is GaN G oats 5 <s's Wik bia ials bea aes Glare 195 
NE SOCMNNM 955 (a5 es0 a's 5:5 469 3 S10ra1s BST Rien lob 8s OE 50 
3,636 

Eee PEGNCUON M- CHB sss iiss Sow esewe wes 537 $ 3,099 
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Working Capital Reductions: 
Accounts payable—net increase ............... 










Net increase in working capital for the year ended 
380th June 1941, as per statement of Source and 
Application of Funds above ................ $ 2,877 







PROBLEM II 


FINAL EXAMINATION, DECEMBER 1941 
Accounting II, Question 1 (25 marks) 


Your client, a manufacturer of several articles of merchandise, 
advises you that he is not satisfied with cost statements furnished 
to him. They are not available for some time after actual operations 
and he has difficulty in ascertaining the particulars of, and the 
reasons for, variations in unit costs from time to time. You advise 
oxen that you recommend the use of the system known as Standard 

osts. 

1. Outline the substance of your report giving: 

(a) Your explanation of the principles of the system 

(b) The manner in which it should overcome his expressed 
difficulties 

(c) The items of information produced by the system which 
he need only explore to correct inefficiencies and faults 

(d) The advantages to be derived from the system in holding 
conferences with his production, sales and estimating de- 
partments. 

2. His operations include as component elements: 

Raw materials 

Shop supplies 

Manufacturing labour 

Finishing labour 

Assembling labour 

Overhead, comprising rent, insurance, depreciation, etc. 

It is proposed to produce statements of results at the end of 

each month. Outline: 5 

(a) The ledger accounts required for the operation of your : 
system 

(b) The book entries each month. 


SOLUTION 

1. (a) The principle of standard costs is that of estimating or 
budgeting a cost of each article manufactured including all component 
elements such as materials, supplies, labour and overhead; then using 
such unit costs throughout the preparation of accounting entries relat- 
ing to inventory accounts of work-in-process and finished goods, cost 
of goods sold and operating accounts. 

(b) The system should overcome the client’s expressed difficulties 
because: 



















































25 1 pa 


(i) It will give him production results at the end of each 
month. 

(ii) Since he knows that the figures of work-in-process, 
finished goods and cost of goods sold are on the same 
basis from month to month, the figures lying outside 

these items will contain the particulars of variations 

in costs. 
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(c) The monthly statements of production results will show the 
variations from budgeted or standard costs of component elements 
such as materials, supplies, the various classes of labour, and over- 
head. The manufacturer need therefore only concern himself with 
the fact of and the extent of such variations to either adjust and 
correct the standard costs or to correct the faults in operations which 
caused the variations. 

(d) Discussions of monthly results with production, sales and 
estimating executives should impress upon them the importance of 
setting accurate standard costs, and then of conducting the operations 
so that the standards set may be attained (measuring of efficiency). 

2. (a) Inventory Accounts 

Raw materials 
Supplies 
Work-in-process 
Finished goods 
Labour Accounts 
Manufacturing 
Finishing 
Assembling 
Overhead 


Variations from standard costs 
Materials 
Supplies 
Labour, manufacturing 
Labour, finishing 
Labour, assembling 
Overhead 

(b) Dr. Raw materials 
Dr. Supplies 
Dr. Overhead 
Cr. Accounts payable 
Purchases for the month 


Dr. Labour, manufacturing 
Dr. Labour, finishing 
Dr. Labour, assembling 
Dr. Overhead 
Cr. Accrued wages 
Wages for the month 
Dr. Overhead 
Cr. Provision for depreciation, municipal taxes, in- 
surance and compensation 
Dr. Work-in-process 
Cr. Raw materials 
Cr. Supplies 
Cr. Labour, manufacturing 
Cr. Labour, finishing 
Cr. Labour, assembling 
Cr. Overhead 
Elements put into process calculated at the schedule of 
standard costs 
Dr. Finished Goods 
Cr. Work-in-process 
For completed articles at standard costs 
Dr. Cost of sales 
Cr. Finished goods 
For articles invoiced during the month, also calculated at 
standard costs 
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Dr. or Cr. Raw materials 
Dr. or Cr. Materials variance 
Dr. or Cr. Supplies 
Dr. or Cr. Supplies variance 
To adjust to value of inventory at end of month. 
Dr. or Cr. Labour, manufacturing 
Dr. or Cr. Labour, finishing 
Dr. or Cr. Labour, assembling 
Dr. or Cr. Variance, labour manufacturing 
Dr. or Cr. Variance, labour finishing 
Dr. or. Cr. Variance, labour assembling 
To close out labour accounts to variance accounts 
Dr. or Cr. Overhead 
Dr. or Cr. Overhead variance 
To close out overhead to variance 
NOTE: A refinement of the accounting procedures outlined above 
would permit the price variance to be segregated from the 
quantity or efficiency variance for each element of cost. 


PROBLEM III 
FINAL EXAMINATION, DECEMBER 1941 


Accounting II, Question 2 (30 marks) 


A confectionery manufacturing company using a budgetary con- 5 
trol plan budgeted for a period of six months for sales of $100,000 ‘ 







































and a profit of $10,000. 
Manufacturing items which could be held to a constant percentage : 
to sales were: | 


DoF ar eLemees tees 


DMB eh ci din podesacusien swat eninaw'> 30% 
PRR cre SO aia Saw baes $s eas eionen 30% 
ee a ee ee 5% 


Other items were: 
1. Non-controllable items payable or accrued monthly: 
Totals for the 6 months’ period: 


Overhead (taxes, insurance, etc.) ............ $3,000 i 
Advertising (Contracts) 2... ....csccccceseces 3,000 4 
Selling (permanent salaries, etc.) .......... 4,500 x 
Administration (permanent salaries, etc.) ... 5,000 » 


2. Controllable expenses in addition to the above which are to be 
held to specified percentages to sales: 


EEN oo cia, has Suan stesaweseG aes 2% & 
PE NIN hcoh cWicisaw aon xure sa Aisle @ieieoeaiwis 2% é 
de ac cista wed eceuneudieds 3% 
UMMMEUNRRDN ch ecis sos wis Saal @hos Gh sows 2%% : 


The budgeted and actual sales were: 


Le SSC eee arn $ 20,000 $ 16,000 
WRN a sao Soe sine « 20,000 14,000 
RNIN 2 cies owas Sk a huGia 20,000 16,000 
PRUNE oe StU NG bids cin os we 16,000 12,000 
toe ens Senate ates eee 16,000 12,000 
POND an ek ik see owiereie oats 8,000 10,000 


$100,000 $ 80,000 





Prepare a combined statement of Budget and Actual results 
showing monthly figures and totals. 
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